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What regulations govern the 
taxability of pension trust? 

Regulations 103 have _ been 
amended to conform to Section 162 
of the Revenue Act of 1942, relat- 
ing to pension trust. T. D. 5278. 


* *«* * 


What conditions must be present to render a pen- 
sion trust not taxable? 


1. The trust must be for the exclusive benefit of 
your employees or their beneficiaries. 


2. Contributions to the trust must be made for the 
purpose of distributing the corpus and income in ac- 
cordance with a plan. 


3. It must be impossible to use or divert the funds 
to purposes other than the exclusive benefit of your 
employees or their beneficiaries at any time prior to 
the satisfaction of all liabilities. 

4. The trust plan must benefit 70% or more of all 
employees or 80% of those eligible if 70% of your 
employees are eligible to benefit. 

5. There must be no discrimination in favor of 
officers, shareholders, supervisory employees, etc. either 
by group classification or contributions. 


x *x x 


What is meant by the term “plan”? 


In order for a trust to be exempt from tax as a 
pension trust it must be part of a plan of an employer 
for the exclusive benefit of his employees. “Plan” 
implies a permanent status as distinguished from a 
temporary program. Many employers might hesitate 
to set up such a program for fear of inability to continue 
to make contributions and that such abandonment 
might destroy the trusts’ tax exemption. However, a 
plan may be abandoned and the employer may 
discontinue contributions and this need not neces- 
sarily affect the tax status of the plan. It is only to 
insure that the program is from its inception a bona fide 
program for the exclusive benefit of the employees 
that the abandonment of a plan within a short period 
will be closely scrutinized by the Bureau. “The law 
is concerned not so much with the form of any plan 
as it is with its effect in operation.” 


* = 2 
May the plan include other than present employees? 


Yes. A plan is still considered for the exclusive 
benefit of employees though it may cover former em- 
ployees and employees temporarily on leave as for 
example employees serving in the military and naval 
forces. A plan may cover only former employees pro- 
viding it complies in respect of coverage, contribu- 
tions and benefits. 


Jax Chips 





What other information for in- 
spection by Internal Revenue 
officers should be kept by em- 
ployers? 

In the main or principal office of 
the employer the following records should be kept: 

1. Schedules or worksheets showing the deriva- 
tions of the basic valuation factors, or, if such data 
are not available, a statement giving the source of 


the factors from which the actuarial valuations were 
made. 


2. A schedule showing the computation of the 
reserve liability for all employees in the active service 
as determined from the most recent actuarial valuation. 

3. A schedule showing by ages the individual cur- 
rent liability factors and the application of these 


factors in determining the liability accrued during the 
current taxable year. 


4. A schedule showing the computation of the pen- 
sion liability for all employees retired on pension at 
the date of the last actuarial valuation. And a schedule 
showing by calendar years the present value of pen- 
sions granted from the date of the last actuarial valua- 
tion to the end of the taxable year for which the 
deduction is claimed in an income tax return. 


5. A schedule showing the receipts and disburse- 


- ments of the pension fund during each taxable year 


carried forth from the date the pension trust was 
established. 


* * * 


What proof substantiating a claim for exemption of 
a trust is acceptable? 

The Collector of Internal Revenue in the district in 
which the employer files his return will require an 
affidavit showing: 

1. The character, purpose and activities of the pen- 
sion trust ; 


2. The source of the corpus; 


3. The disposition of the corpus and income; 

4. Every other fact which might affect the status 
for exemption. 

What other documents accompany the affidavit? 

The affidavit must be accompanied by: 
Verified copies of the trust instruments; 
Copies of the employer’s plan; 
Latest financial statements; 
Any amendments to the above; 
A statement showing what classes of employees 
are excluded from the plan and the general nature of 
their respective employment and duties; 

6. A statement of reasons by all employees are not 
covered by the pension trust. 

(Continued on page 447) 
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Economic Effects of a Federal 
General Sales Tax 


By WILLIAM J. SHULTZ 



































HE term “general sales tax” covers several 
different types of levies—retail sales taxes, manu- 
facturers’ excises, gross sales taxes, value-added 

taxes. Exemption of foodstuffs and other items may 

produce still further differentiation. Each type and 
subtype of sales tax has its particular effect on the 
national economy. Any inquiry into the economic 
effects of a federal sales tax, therefore, must resolve 
itself into a series of interrelated studies on the several 
forms of sales taxation. 


Price Effects of a Retail Sales Tax 


A retail sales tax generally has an immediate effect 
upon prices. Subsequently, long-term factors come 
into operation and tend to modify this initial influence. 





Initial Price Effects' 





Imposition of a retail sales tax tends to produce an 
immediate proportional increase of prices for three 
reasons: 

1. The law or the regulations may provide for the 
collection of the tax through tokens, or its assessment 
by a schedule. In such case, market inertia tends to 
preserve the pre-existing prices, with the tax calcu- 
lated as an independent superimposed charge. 

2. Even where superimposition of the tax is not 
provided or permitted by the law or regulations, the 
imperfect competition which characterizes most retail- William J. Shultz 
ing facilitates fairly consistent action in adding the 


tax immediately to prices. e a ale Tax consultant: Assistant professor of business adminis- 
3. Even where sharp competition exists in a retail tration at the College of the City of New York; Author 


field, imposition of a retail sales tax is likely to be an of “American Public Finance” and other books on taxa- 
extraneous factor producing concerted action among 






tion: Consulting expert to the U. S. Treasury during 
: 1942. This is the first of a series of articles on taxation 
competitors. which will appear currently in TAXES—The Tax 














Magazine. 
1Popular discussion of the immediate price effects of a retail 
Sales tax generally assumes immediate and full shifting of the tax 
into prices. Most fiscal writers, reacting against this loose assump- 
tion, tend to emphasize the qualifications that must be made upon This tendency towards immediate shifting of a retail 
this assumption—see G. Colm and H. Tarasov, Who Pays the n s - fe 

Taxes?, T.N.E.C. Monograph #3, 1941, p, 25; H. Groves, Financing sales tax is qualified by three considerations: 
Government, 1939, p. 148; N. H. Jacoby, Retail Sales Taxation, 1938, g : e 

PP. 313-316. A writer who gives emphasis to the factors favoring 1. In spite of the considerations favoring concerted 


immediate shifting is J. F. Due, The Theor Incidence of Sale: sos : : : : 
Tavation, 1942, pp. 162-163, y of Inctdence of Sales ricing action by retailers subjected to a retail sales 
419 
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tax, individual sellers will for a time seek a competitive 
advantage by absorbing the tax. This is more likely 
to occur in the case of a low-rate tax than a high-rate 
one, 

2. Various customary prices and price lines are 
difficult to readjust if no provision is made for separa- 
tion of the tax from the price by means of tax tokens 
or tax schedules. 

3. Where retail prices are determined by manu- 
facturers’ resale price agreements, there may be delay 
in readjusting these agreements to embody the tax, if 
the tax is not separated from price by means of tax 
token or tax schedule collection. 


Long-term Price Effects? 


In normal times the general increase in prices caused 
initially by a federal retail sales tax must cause a re- 
duction of consumption, measured in physical units.* 
This reduction of consumption is not distributed pro- 
portionately among all commodities and services, but 
varies with the differing elasticities of demand for the 
various commodities and services. 

This varying reduction of consumption necessarily 
has its repercussions on industry and business. Decline 
of retail sales because of the tax-induced price increases 
results in reduced orders placed with wholesalers and 
manufacturers. During the period of readjustment, 
manufacturers’ profits are generally reduced, with great- 
est loss to those lines for whose products demand has 
fallen most. Eventually, by exodus of marginal high- 
cost firms in some lines, by failure of the industry to 
expand in other lines, a new equilibrium of production 
and demand is established. Included in this readjust- 
ment are such changes in unit costs as are necessitated 
by the varying degrees of reduction and the varying 
cost situations of lines of production and distribution. 
These cost changes have their influence on prices, so 
that the original price pattern, initially raised with 
little change, is replaced by a new and different one. 

The ultimate results of a peacetime retail sales tax 
thus are: 


1. a varying reduction in the production and con- 
sumption of commodities and services, 


2. a change in the price pattern, 


3. ahigher general price level bearing some relation 
to, but not strictly proportional to, the tax rate. 


? The fiscal analysts are generally of the opinion that no generali- 
zations can be laid down concerning the ultimate price effects of 
a retail sales tax—see A. G. Buehler, General Sales Taxation, 1932, 
p. 186; A, G. Hart, ‘“‘Consumption Taxation as an Instrument of 
Economic Control,’’ Law and Contemporary Problems, Vol. VIII. 
1941, pp. 458-459; C. Shoup, The Sales Tax in France, 1930, pp. 
325-326; O. von Mering, The Shifting and Incidence of Taxation, 
1942, pp. 173-177. 

* This assumes that expenditure of the tax funds by the govern- 
ment will not restore purchasing power. Significance of govern- 


ment spending of sales tax funds is considered in the concluding 
section of this study. 
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Effect of the Tax on Producers’ Goods 


Unless special provision is made for the exemption 
of equipment and supplies purchased by producers, a 
retail sales tax adds to the cost of these items. This 
tax element is a minor, unevenly distributed business 
cost factor. As such, its effect is divided between 
profits and price increases, according to the particular 
situations of the firms affected. 


Nontaxable Services 


Retail sales taxes are generally not extended to 
service charges, such as rent, professional payments, 
etc., which are not the subject of store sale. This cir- 
cumstance does not necessarily result in an increased 
consumption of these services, since absolute capacity 
to purchase is reduced for some income classes by the 
tax’s absorption of purchasing power. It is quite pos- 
sible, given certain combinations of elasticities of de- 
mand, for the tax-induced reduction of consumption 
to be concentrated in major part on the untaxed serv- 
ices. But this is not likely. More probably any decrease 
in consumption of the untaxed services will be less 
than that of the taxed commodities. 


Exemption of Foodstuffs and Other Necessities 
Exemption of foodstuffs and other necessities from 
a retail sales tax has the social etfect of easing the 
burden of the tax on the lower-income classes for 
whom such purchases are major budget items. In 
addition, such exemptions affect the economic pattern. 
To the extent that group demand for food in general 
(as distinguished from particular foods) and other 
necessities is relatively inelastic, neither their exemp- 
tion nor any general reduction of propensity to con- 
sume would be likely to have a substantial effect on 
their purchase, except by individuals in the lowest- 
income classes. But if there are any areas where sub- 
stitution of exempt items for taxable items is possible 
—and exemptions are always likely to give rise to such 
areas of substitution—then the buying of certain taxed 
items may be substantially reduced, and buying of 
the substituted exempt items substantially increased. 
Profits in the affected lines will be influenced for a 
time, and upon eventual readjustment, prices in these 
lines will be influenced by the cost factors involved. 


Price Effects of a Wartime Retail Sales Tax 

The immediate price effect of retail sales taxation— 
the general tendency of the tax to be incorporated in 
retail prices—is the same whether the tax is imposed 
in peacetime or wartime. But, with entire sectors of 
production for civilian purposes discontinued, with 
many elements of consumption expenditure channeled 
by rationing and shortages, with prices under control. 
normal interactions of price changes, consumption and 
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production are blocked. Therefore, long-term read- 
justments of consumption, production and prices, such 
as would result from a peacetime retail sales tax, are 
not likely to follow a wartime tax if the rate is mod- 
erate. A tax that added a substantial fraction to all 
retail prices, however, might cause shifts in mass buy- 
ing sufficiently great to overtop the war-produced 
market inertias, and so influence the economic pattern. 


Price Effects of Other Forms of Sales Taxation 


If a manufacturers’ excise, or a gross sales tax, or 
a value-added tax, was shifted along the various chains 
of production and distribution with no “loadage” and 
in such a way that the tax element involved in retail 


prices was uniformly proportional to retail prices for. 


all commodities and services, its price effects would 
be identical with those of a retail sales tax. But these 
conditions do not obtain. Therefore somewhat dif- 
ferent price effects must be anticipated from these 
forms of general sales taxation. 


Immediate Shifting 


General immediate shifting of a sales tax collected 
from others than retailers is less likely than in the case 
of a retail sales tax. The token and tax schedule 
arrangements that facilitate immediate shifting of a 
retail sales tax are absent. And while monopoly posi- 
tions, which permit immediate price action, are fre- 
quently present in industrial sectors of the economy, 
effective competition occurs in some sectors of whole- 
saling and in many phases of industry. Where com- 
petitive policy is truly effective in any business field, 
a sales tax should not immediately affect prices. The 
first action of most competitive producers and sellers 
is to maintain their market by absorbing the tax them- 
selves. Thus the initial tendency of the tax is to reduce 
net earnings, or convert net earnings into loss, rather 
than raise prices. In recession, when markets are shrink- 
ing and competition is most bitter, this transition effect 
of a sales tax on net earnings rather than on prices 
may be particularly marked. 


But this need not always be the immediate reaction 
to a manufacturers’ excise or a gross sales tax. In the 
many business sectors where competition is imperfect, 
monopolistic or group action may accomplish an im- 
mediate shift of the tax into prices. Moreover, an 
extraneous factor like a sales tax, widely advertised 
as a levy on consumers, may produce unplanned but 
widespread group pricing action even in competitive 
lines; this is particularly likely in boom periods when 
prices are already under pressure to rise. A wartime 





*Most fiscal analysts argue that the major factor in whether a 
gross sales tax or manufacturers’ excise is immediately shifted is 
the current rising or falling tendency of prices—see Buehler, op. 
cit., Dp. 186-187; National Industrial Conference Board, General 
Sales or Turnover Taxation, 1929, pp. 53-54; G. F. Shirras, The 
Science of Public Finance, 1936, p. 614. 
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sales tax would be particularly likely to be shifted 
immediately into prices, since price controls would 
have to be modified to take account of the tax. 


Long-term Shifting® 


Where the first effect of a manufacturers’ excise or 
a gross sales tax is to reduce the profits in certain 
manufacturing or distributive fields, new entry into 
such fields is discouraged, or actual exodus from the 
field may occur because of failure. The consequent 
reduction of output and of distributive service eventually 
produces shortages in the retail field in the face of an 
unchanged consumer demand. Price adjustments 
accordingly occur. The cost changes involved in the 
construction of production and distribution, and the 
reaction of the varying elasticities of consumer de- 
mand to higher prices involve further price readjust- 
ments. In the long run, apart from the effects of 
“loadage” and commodity and competitive discrimina- 
tion discussed below, the effects of manufacturers’ 
excises, gross sales taxes and value-added taxes on 
consumption, production and prices are similar to those 
of retail sales taxes, already described. 


“Loadage” 

Whatever may be the ultimate interactions of price, 
demand and production for various commodities, a 
sales tax collected prior to retail sale imposes a busi- 
ness cost not imposed by a retail sales tax—the cost 
of carrying all tax payments from the time they are 
made, through the successive links in the chains of 
production and distribution, to the time when retailers 
are reimbursed for them through consumers’ pay- 
ments. All along the chains of production and dis- 
tribution, these tax elements increase the costs of 
goods and materials purchased, and hence increase 
the values tied up in inventories. No matter how these 
inventories are carried—on buyers’ working capital, 
on sellers’ credit, or on bank credit—an actual or im- 
puted interest cost is involved. This interest “loadage” 
is an added cost of production and distribution that 
must be covered ultimately by retail prices. 

This interest “loadage” is not a simple interest charge 
on the tax computed from the time of its original pay- 
ment to the time of its coverage at retail sale. It is 
compounded, pyramided, at each transaction in the 
course of production and distribution. 

(Continued on page 437) 


5 Most fiscal analysts agree that in the long run a gross sales tax 


or manufacturers’ excise would affect prices, through influencing 
production, as indicated in the text—see Buehler, op, cit., p. 188; 
Due, op. cit., pp. 115, 195; C. J. Hynning, Taxation of Corporate 
Enterprise, T.N.E.C. Monograph #9, 1941, p. 107; National 
Industrial Conference Board, op. cit., p. 52; National Industrial 
Conference Board, Sales Taxes: General, Selective, and Retail, 
1932, pp. 36-38. An interesting argument to the contrary, on the 
ground that monetary factors are not affected, is presented in H. G. 
Brown, ‘‘The Incidence of a General Output or a General Sales 
Tax,’’ Journal of Political Economy, Vol. 47, 1939, p. 255, 









































































































































































































































































































































































































































































































































































































lies—little lies, big lies, and statistics. If lies and 
statistics are synonymous, then we are indeed in 
a bad way, for in the last few years we have been vir- 
tually living by statistics. 


I HAS BEEN SAID that there are three kinds of 


In normal times our economic machine is guided by 
what is popularly known as the “law of supply and 
demand”. We all know that, at least for the duration, 
the law of supply and demand has been “re-pealed”’ 
and that economics by directives has been substituted. 
To implement these directives we have built up a 
“government by statistics”. 

Recently “something new has been added” in this 
trend of government by statistics. This time it is in 
the field of federal corporate taxation. It has always 
been considered axiomatic that the amount of taxes 
one owes must be spelled out with meticulous exact- 
ness by the taxing statutes. Now comes an innovation 
that tears this usage all to shreds. Instead of deter- 
mining a corporation’s taxes by exact formulae, the 
1942 income tax law, through its so-called general 
relief provisions, permits a wide assortment of answers. 

Section 722 of the Internal Revenue Code grants 
tax relief to any corporation that can prove (1) that 
without relief its excess profits tax would be “excessive 
and discriminatory”, and (2) “what would be a fair 
and just amount representing normal earnings to be 
used as a constructive average base period net income, 
for the purpose of an excess profits tax”. 

Much has already been written regarding the re- 
quirements of these relief provisions. Little, however, 
has been said as to how to translate these general 
requirements into specific results. The object of this 
article is to outline one such possible procedure in the 
field of so-called “variant” profits cycle cases, taking 
into account the recently promulgated pertinent Treasury 
regulations (T. D. 5264). 

In order to get a proper perspective of the problem, 
it is first necessary to develop some background un- 
derlying the principles of the general relief provisions. 


Excess Profits Tax Relief in 
“Variant Profits Cycle” Cases 


By FRANK E. SEIDMAN 
Certified Public Accountant 
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Principles Underlying Relief Provisions 


In adopting the stiff excess profits tax rates con- 
tained in the 1942 Act, Congress sought—and properly 
so—to confiscate most of the excess profits accruing 
to corporate business as a result of the war. One of 
the basic difficulties confronting it was how to isolate 
“excess” profits. Were they profits in excess of what 
the company has normally been earning, or those in 
excess of a fair rate on invested capital? Also, what 
are normal earnings, what is a fair rate of return, etc.’ 
These terms, “invested capital”, “normal earnings”, 
and “excess profits”, sound simple but when the 
economists, lawyers and accountants get through with 
them, they become as elusive as concepts of higher 
theology. 

Congress finally concluded that corporations should 
have the choice of the more favorable of two ways in 
determining what profits are excess and what profits 
are normal. The one says, in effect, that 95 per cent of 
the average annual amount earned in the four years, 1936 
to 1939, inclusive, is normal earnings, and that every- 
thing above that is “excess”. The other regards as 
excess earnings all profits above from 5 to 8 per cent 
on invested capital, depending on the size of the com- 
pany. Both of these methods are admittedly arbitrary 
and in many cases may fall far short of determining 
average earnings which are “normal”. 

Realizing that the application of these two formulae 
may cause the excess profits taxes, in many cases, to 
eat into “normal” income, Congress provided cor- 
rective provisions in Section 722. In these provisions 
Congress, in effect, has said that if the application of 
either the 1936-1939 income measure or the 5 to 8 
per cent invested capital measure does not yield a 
basis which is “a fair reflection of the normal earning 
capacity of the business”, then a corporation will be 
permitted to develop “constructive” profits such as 
it could have earned under normal conditions. 

Regarding the general concept of constructive profits, 
the Treasury regulations state: 
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“The constructive average base period net income is a fair 
and just amount representing normal earnings to be attributed 
to the taxpayer with respect to earnings prior to the excess 
profits tax return period for the purposes of establishing a 
standard to be used in the computation of an excess profits tax 
based upon a comparison of normal earnings and earnings 
during the excess profits tax period.” 


Basis for Relief 


In order that it may be entitled to reconstruct its 
earnings, a corporation must show that the average 
base period net income is an inadequate standard of 
normal earnings for the reason that— 


(1) its “normal production, output or operation 
was interrupted or diminished” in one or more of 
the years of the base period 1936 through 1939 “be- 
cause of the occurrence either immediately prior to 
or during the base period of events unusual or 
peculiar in the experience of such taxpayer” ; or 


(2) its business “was depressed in the base period 
because of temporary economic circumstances un- 
usual in the case of such taxpayer” or in the case of 
the industry in which it is engaged; or 

(3) conditions in the “industry of which the tax- 
payer was a member” subjected the corporation to 
(A) “a profits cycle differing materially in length 
and amplitude from the general business cycle” or 
(B) to “sporadic and intermittent periods of high 
production and profits” which are “inadequately 
represented in the base period” ; or 


(4) it “either during or immediately prior to the 
base period commenced business or changed the 
character of the business and the average base period 
net income does not reflect the normal operation for 
the entire base period of the business” ; or 


(5) other factors affected its business “which 
may reasonably be considered as resulting in an 
inadequate standard of normal earnings during the 
base period.” 


In addition, certain new corporations which cannot 
use an average earnings base are granted relief if their 
tax would otherwise be discriminatory because (a) in- 
tangible assets not included in invested capital make 
important contributions to income, or (b) capital is 
not an income-producing factor, or (c) the invested 
capital is abnormally low. 

Of all these bases for relief, the most far-reaching is 
the one covered by paragraph (3)(A) above (Section 
722 (b)(3)(A) of the Statute) which applies to cor- 
porations whose profits cycle was materially less favor- 
able in 1936 thru 1939 than the general business cycle. 
The Senate Finance Committee’s report makes it clear 
that it was its intention to provide a base period of 
moderate prosperity for all industries. It believed that 
1936 thru 1939 was such a period for most industries 
and wanted to make it possible for all other industries 
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to establish as normal the “average earnings in periods 
which, with respect to the industry, are comparable 
to 1936 thru 1939 with respect to business in general”. 
The regulations amplify this statement as follows: 


“On a national industry-wide basis, the four years beginning 
January 1, 1936 and ending December 31, 1939 represent a 
period of normal average earnings in the experience of busi- 
ness in general. If, due to conditions entirely normal in the 
experience of the industry of which a taxpayer was a member, 
such period was not correspondingly a time of normal average 
earnings in the case of the industry and of the taxpayer in the 
light of the prior experience of such industry or taxpayer, the 
profits cycle of the taxpayer may be considered to be different 
from the usual profits cycle.” 


A Case History 

In order to indicate a possible application of the 
principles underlying Section 722 (b)(3)(A) and the 
Treasury regulations in that connection, an actual case 
history will here be used of a company that produces 
household furniture and which we will call the U. S. 
Furniture Co. The company started business in 1915. 
Until we entered the first World War in 1917, the 
company produced a medium-grade line of dining 
room and bedroom furniture. Upon our entry into the 
war, and for the duration, the company’s activities 
were largely in the production of wood airplane parts, 
although it continued its furniture output to a limited 
extent. Immediately after World War I, the company 
fully reentered its peace-time field. Thus, the five 
years between 1915 and 1919 must be considered a 
period in the company’s development which cannot 
fairly enter into the calculation gauging its “normal” 
earning capacity. 

Confucius once said that a picture is worth a thousand 
words. The story of this company’s earning history 
since 1919 is therefore told in Chart I. 

It is to be noted that this chart stops in 1939. In that 
regard the law specifically provides that except in cer- 
tain limited cases, consideration may not be given to 
happenings after December 31, 1939. The regulations 
amplify the limitation as follows: 


“The determination of such constructive average base period 
net income must be made without regard to events or condi- 
tions affecting the taxpayer, the industry of which it is a mem- 
ber, or taxpayer’s generally occurring after December 31, 1939. 
Such events or conditions are deemed to be integral parts of 
the war economy; they cannot therefore, be accepted as either 
accurate or reliable determinants of normal operations or 
normal earnings.” 

In view of these provisions and in view of the earn- 
ings history of the U. S. Furniture Co., is it entitled 
to relief under Section 722(b)(3)(A) and if so, how 
much? 

As to the first part of the question, the law requires 
that we establish whether the company is a member 
of an industry which has a “profit cycle differing 
materially from the general business cycle”. On this 
subject, the Senate Finance Committee’s report states 
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that this type of relief is expected to apply only to 
“corporations subject to conditions extending over 
the entire economic history of the industries rather 
than in the base period alone”. 

Accordingly it is initially essential that we inquire 
into the “entire economic history” 
industry. 


of the furniture 
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Economic History of an Industry 

First, it is necessary to determine what the law 
contemplates when it refers to an “ In that 
regard, the regulations state: 


industry” 


“In general, an industry may be said to include a group of 
enterprises engaged in producing or marketing the same or 
similar products or services under analogous conditions which 
are essentially different from those encountered by other enter- 
prises. The mere similarity of products and marketing methods, 
liowever, is not enough of itself to comprehend the taxpayer’s 
satisfying such conditions within the same industry. Factors 
such as geographical location, character and location of mar- 
kets, availability and character of raw material supply, and 
other conditions under which operations are carried on must be 
considered. Regard may be had to trade custom and practice 
in determining whether a group of enterprises constitutes an 
industry.” 
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Under this definition the furniture industry, as such, 
is not a single industry but consists of a group of 
industries. While such products as household furni- 
ture, office furniture, public seating, store equipment 
and related products are all generally included as a 
part of the furniture industry, each of these divisions 
of the industry has its peculiarities as to product, 
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marketing, raw material supply, etc. Thus household 
furniture production is a distinct industry. Although 
there are a number of concentrated household furni- 
ture production centers, the matter of geography as 
respects the industry’s production and distribution is 
not a vital factor that need be given special con- 
sideration. 

Concerning the economic history of household fur- 
niture production, analysis shows that it did not be- 
come a major industry in this country until the latter 
part of the 19th century. In 1900 the total furniture 
output in the United States aggregated less than 
$125-million. After 1900 furniture production rapidly 
changed from custom built products made by a mul- 
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titude of cabinetmakers to furniture produced by mass 
production methods in mechanized factories. The furni- 
ture industry, as now constituted, is therefore a relatively 
young industry with a historical background covering 
less than a half century. 

Between 1905 and the beginning of World War I, 
furniture production stepped up rapidly until in 1914 
it totaled some $270-million. During World War I 
the industry was considered as non-essential and fur- 
niture output dropped to a low figure. After World 
War I production of furniture largely reestablished 
its previous peace-time pace and continued its steady 
erowth until 1929. 
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below normal in relation to the industry’s prior earn- 
ing experience. This relationship is vividly pictured 
in Chart II and shown by the following comparisons: 


Profits before taxes Household Furniture Industry 


(in thousands of dollars) 


11 years 21 years 
1923 1919to 1929 =: 1919 to. 1939 
Annual average ...... $80,180 $54,651 $25,933 
Base period average..... 16,698 16,698 16,698 
Ratio of base period to 
other periods ....... 21% 31% 67% 


It will be seen that during the four base period 

years, the industry’s average earnings amounted to— 

(1) only 21% of one of its previous good years 
(1923) ; 
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A Depressed Industry 


Since 1929 furniture output has exhibited a definite 
lag in relation to the general business cycle. The 
industry’s profits began to drop late in 1926, ante- 
dating the general business decline by three years. 
Thereafter the industry’s earnings continued to slide, 
and during the base period profits were decidedly 
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(2) only 31% of the annual eleven year 1919 to 
1929 average; 

(3) only 67% of the annual profits of the industry 
in the whole period 1919 to 1939, including the 
five years of disastrous losses during the great 
depression. 

These tests leave little doubt that the industry’s 
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normal earnings are substantially in excess of those 
realized by it during the base period. However, proof 
of the existence of base period subnormal profits in an 
industry because of a variant profit cycle does not, by 
itself, constitute a basis for relief under the statute. 
In addition, a taxpayer must establish that it also 
suffered similar subnormal profits as a result of in- 
dustry-wide conditions. In that regard the regula- 
tions provide :— 

“If the taxpayer establishes that its business was depressed 
in the base period by reason of conditions generally prevailing 
in an industry of which the taxpayer was a member subjecting 
such taxpayer—to a profits cycle which differs materially in 
length and amplitude from the general business cycle—the 


average base period net income shall be considered to be an 
inadequate standard of normal earnings.” 


Thus, in the case under consideration, it must be 
shown that the U. S. Furniture Co.’s profits experi- 
ence followed a course similar to that of the house- 
hold furniture industry. 


Again referring to Chart I it will be seen that profit- 
wise the company was a typical member of the in- 
dustry. The close correlation between the pattern of 
the company’s profits cycle and that of the industry 
is also shown from the following figures: 


Profits before taxes U.S. Furniture Co. 


(in thousands of dollars) 


1922 11 years 21 years 
high 1919 to 1929 1919 to 1939 
Annual average .. $590 $398 $211 
Base period average . 142 142 142 
Ratio of base period to 
other periods ......... 24% 36% 67% 


It will be observed that the company’s average base 
period earnings were— 


(1) only 24% of one of its formerly good years ; 

(2) only 36% of its 11-year 1919-1929 average; 

(3) only 67% of the average profits earned in each 
of the 21 years of its matured existence (1919- 
1939), a period, as previously pointed out, 
heavily weighted with losses suffered during 
the great depression. 

From these comparisons it is clear that the com- 
pany’s profit cycle fairly approximated that of the 
industry of which it was a member, and that the 
company and the industry did not earn, during 
the base period, an average amount of profits which 
approximates “normal” earnings. 


Profits Cycle v. Business Cycle 


Besides establishing subnormal profits during the 
base period a taxpayer, in order to be entitled to relief 
under Section 722(b)(3)(A) must establish that it 
and the industry of which it is a member were subject 
to “a profits cycle differing materially in length and 
amplitude from the general business cycle”. 
supplied.) 


(Italics 
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The Treasury regulations refer to the “profits cycle” 

and to the “general business cycle” without distinction. 
The regulations state that the term “general business 
cycle” does not refer to— 
“any particular business index prepared by any public or private, 
financial, economic or statistical organization or combination 
of such indices. A taxpayer does not establish a claim for 
relief under Section 722(b)(3)(A) merely by comparing its own 
profits cycle, or the profits cycle of an industry of which it is 
a member with one or more general business indices prepared 
by a public or private, financial, economic or statistical organiza- 
tion and by showing a variance between its own profits cycle 
and such other general business indices.” (Italics supplied.) 

From this it appears that, while the mere variation 
of the profit cycle of a taxpayer or of an industry of 
which it is a member with the general business cycle 
is not conclusive as to the taxpayer’s eligibility for 
relief, it is nevertheless incumbent upon the taxpayer 
to establish the variance between its own profits cycle 
and that of its industry in relation to general business 
indices. 


We accordingly are confronted with the task of 
choosing from the many business indices a “general 
business cycle” with which the “profits” cycles of the 
household furniture industry and that of the U. S. 
Furniture Co. are to be compared. Shall it be the 
Federal Reserve Board “Index of Industrial Produc- 
tion” so widely accepted as an indicator of business 
activity? Shallit be the index of factory employment? 
or of freight-car loadings? or of construction con- 
tracts awarded? or any combination of these which 
would embrace all phases of the country’s economic 
life? There are probably as many answers as there 
are indices. 


As the industry and the company here under con- 
sideration are of the “manufacturing” family and as 
the subjects to be compared are “profits” the most 
suitable measuring rod in this case was considered to 
be the index of “Profits of all Manufacturing” on the 


basis of data compiled by the U. S. Treasury Depart- 
ment. 


Using this profit cycle of all manufacturing, it will 
be observed from Chart II that its variations from the 
household furniture industry were very material, both 
in length and in amplitude. The exact measure of 
such variation is not important so long as the differ- 
ence is substantial—and substantial it must be. In 
this respect the regulations provide— 


“Only in case the normal average earnings of the taxpayer 
and an industry of which it is a member are substantially 
greater than the average profits earned during the excess profits 
base period will the profits cycle of a taxpayer be considered 
to differ materially from the general business cycle.” 


Other Requirements 


In addition to the requirements already mentioned, 
in order to qualify under Section 722(b)(3)(A), it 
(Continued on page 464) 
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’ | VHE CHIEF COUNSEL of the Bureau of In- 
ternal Revenue in G. C. M. 22955 (CB 
1941-2-308) holds that a merger or consolida- 

tion is a sale for stamp tax purposes. 

This ruling is made with reference to Articles 79 and 

89, Regulations 71 (1932). The syllabus of the ruling 

states that— 


“The transfer of real estate in a statutory merger or con- 
solidation from a constituent corporation to the continuing or 
new corporation, as the case may be, constitutes a transfer of 
“realty sold” within the meaning of section 3482 of the Internal 
Revenue Code, as amended, and is subject to stamp tax under 
that section.” 


While no mention is made in the above of a transfer 
of assets “subject to liabilities” or a transfer in which 
“liabilities are assumed” by the continuing or new cor- 
poration, the final paragraph of the body of the ruling 
includes the words “in consideration for the issuance 
of the stock of the continuing or new corporation and 
the assumption of the liabilities of the constituent cor- 
porations by the continuing or new corporation”. 

G. C. M. 22955 is referred to by one of the nationally 
known tax services as “very inconclusive, involved 
and long-winded in an attempt to justify itself” and 
further that the new ruling is of “doubtful validity”. 
After examining the ruling, it is quite easy to feel that 
the Chief Counsel, in attempting to reach his objective, 
was compelled to pass through various stages of un- 
certainty and give odd meanings to words and phrases. 

The following analysis of the ruling will explain 
the reason for the above comments: 

(1) Section 3482 is properly stated as imposing a 
Stamp tax on any “Deed, instrument, or writing * * * 
whereby any lands, tenements, or other realty sold 
shall be granted, assigned, transferred, or otherwise 
conveyed to, or vested in, the purchaser or purchasers, 
* * * when the considération or value of the inter- 
est or property conveyed, exclusive of the value of 


of sale, exceeds $100. * * *” (Italics supplied) 

(2) After quoting the statute as above which states 
that the tax is based on the transfer of realty sold, the 
Chief Counsel admits in accordance with Regulations 
71, Art. 79 (1932) that the word sold imports the trans- 
fer of the absolute or general title for a valuable con- 
sideration or price. 


(3) In addition to conceding that for purposes of 
the tax the realty must be sold, the Chief Counsel 
quotes Regulations 71, Article 89 (1932) as follows: 
“Stock in a corporation is a valuable consideration for 
the transfer of real property”. This is true, but the 
quoted statement has no reference to mergers or con- 
solidations and means simply that stock like any other 
personal property may constitute a consideration if it 
is given or traded for other property. The regulations 
give no mystical meaning to the word “stock’’; the 
plain implication being that when stock is the con- 
sideration for the transfer of real estate, the transac- 
tion constitutes a sale and tax liability is incurred. In 
the case of a merger where the stock is surrendered to 
the issuing corporation for extinguishment, there is no 
sale and such surrender or transfer is not subject to 
tax because in such case, all of the elements of a sale 
are not present. The Chief Counsel’s conclusion to 
the effect that a transfer which is not a sale is a sale is 
explained in the following paragraphs: 

(4) In connection with the question of statutory 
mergers and consolidations, the ruling states first that— 


“In a generic sense, statutory mergers and consolidations 
are to be distinguished from sales.” 


In order to clarify the above statement, the Chief 
Counsel cites the cases of Pinellas Ice & Cold Storage 
Co., 287 U.S. 462 [3 ustc J 1023], and Mercantile Home 
Bank & Trust Co., 96 Fed (2d) 655 [38-1 ustc J 9298]. 
He states that the former case involved a sale by one 
corporation to another of all of its assets for a money 
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consideration, part in cash and the remainder in 
promissory notes. The gist of the decision is that the 
transaction was a sale and had no real resemblance to a 
merger or consolidation. No comment was made con- 
cerning the facts in the Mercantile Home Bank & Trust 
Co. case. 

The Chief Counsel also refers to the decision in the 
Cortland Specialty Co., 60 Fed. (2d) 937 [3 ustc {J 980], 
in which he quotes from the decision in part as follows: 


“Reorganization, merger and consolidation are words in- 
dicating corporate readjustments of existing interests. They 
all differ fundamentally from a sale where the vendor corporation 
parts with its interest for cash and receives nothing more. * * *” 
(Italics supplied) 


After referring to the above decisions and quoting 
parts thereof, the Chief Counsel came to the con- 
clusion— 


“that the courts have recognized a distinction between mere 
sales on the one hand and mergers and consolidations on 
the other.” 


(5) After being convinced that mergers and con- 
solidations are to be distinguished from and are funda- 
mentally different from sales, the ruling boldly states 
that— 


“This office is of the opinion, however, that these cases must 
be distinguished from the present consideration for they do not 
touch upon the question whether mergers and consolidations 
involve sales of assets of the constituent corporations.” (First 
italics supplied) 


The audacity of the above statement is rather fascinat- 
ing. The word “distinguished” is first used apparently 
to point out that a sale is different from a merger or 
consolidation. Then follows the statement that the 
cases cited “must be distinguished from the present 
consideration”. It is not clear whether the entire de- 
cisions cited are to be “distinguished” or only a part 
thereof. 

In view of the above statement, it might be well to 
consider the definitions of the words “distinguished” 
and “involve”. 

The dictionary says that “distinguish” means—To 
set apart, by visible marks; as, the faculty of speech 
distinguishes man from the beasts. To separate men- 
tally, into kinds, classes, or categories; as, to dis- 
tinguish sounds into high and low. To recognize or 
discriminate (one thing among or from others) by 
marks, signs or characteristics ; as, to distinguish good 
from evil. To perceive clearly; etc. When a party to 
a law suit cites a decision, the Court often states that 
such decision is distinguished from the case being 
tried. Under the philosophy of the General Counsel, 
it would now appear to be in order for the party who 
cited the decision disregarded by the Court, to claim 
that his point was “involved” in the decision and the 
decision was therefore entitled to consideration. 

The word “involve” according to Webster means— 
To roll about, or infold, so as to conceal or obscure; 
envelop; surround. To wind; coil; entwine. To com- 
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plicate or make intricate, as in grammatical structure; 
as an involved sentence. To draw into a complica- 
tion; embarrass; implicate; as, to involve a person in 
debt. To roll up in itself; gather in; as, they were 
involved in the passing throng. To include or con- 
tain; especially to contain implicitly; imply; as, the 
task involves great care. In distinguishing between 
the synonyms—“involve” suggests complication or 
embarrassment; “implicate” implies close, often en- 
tangling, connection with something, usually (but not 
always) unpleasant or disgraceful ; as, he was involved 
in a quarrel ; implicated in a crime. 

It would seem from the dictionary that when the 
word distinguish is used in connection with a “merger” 
and a “sale” the implication is that it connotes a fun- 
damental difference. Any similar characteristic might 
properly be regarded as incidental. But, any similar 
characteristic of a merger to a sale does not mean that 
a merger is a sale or is involved in a sale, because in 
order to constitute a sale, all of the factors of a sale 
must be present. One might as well say that a horse 
is a man because they both have legs. 


The word “involve” suggests complication or em- 
barrassment. It may be that the Chief Counsel in 
order to make it appear that a merger for tax purposes 
is a sale, became somewhat involved, especially when 
it is considered that he first went to the trouble to 
point out that a merger was distinguishable from a 
sale, but for tax purposes, it involved a sale and there- 
fore was a sale. A sale, as stated above, is a contract 
having certain factors which differ from a merger. A 
merger is the absorption (to suck up, drink or take in; 
imbibe, as a sponge) of one estate or interest in an- 
other. A sale is a contract whereby the ownership 
of a property is transferred from one person or party 
to another for a sum of money, or loosely, for any 
consideration. 


The use of the dictionary for the meaning of words 
apparently is not adverse to the practice of the Chief 
Counsel’s Office, because as recently as G. C. M. 23295 
(C. B. 1942-2-271) he based a ruling regarding the 
meaning of the words “tenements” and “land” pri- 
marily on (42 Fed. Supp. 193 [Jones v. Magruder, 42-1 
ustc J 9160]), in which the judge after giving legal 
definitions at some length, finally decided to rely on 
Webster’s New International Dictionary. In this de- 
cision the Court held in effect that while the legal 
definition of land was land, the definition for tax 
purposes was that personal property (leaseholds) 
might be regarded as land for tax purposes. Appar- 
ently the Judge who wrote the opinion was involved 
with the idea that the legal definition of land was too 
technical and the dictionary definition seemed more 
adaptable for the purpose at hand. 

(Continued on page 441) 
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e 
. By GEORGE T. ALTMAN 
n 
or N THE REVENUE ACT of 1942 the Treasury Department has attempted 
- | once more to square the circle of community property. To federal taxation, 
ot riveted as it is to the common law, the law of community property has become 
od an insoluble paradox. 
The problem is fundamental to a graduated tax. Where a tax is at a flat rate, 
_ like the ad valorem property tax, the tax can be imposed on the item taxed with- 
- out considering the relation between the item taxed and any particular person. 
vs Taxable property may be assessed to the “persons owning, claiming, possessing, 
ht or controlling it,” 1 of whom there may be different ones in each category for any 
i particular item of property. As between persons the taxing body is thus but a stake- 
a holder. If the tax is payable, then whether it is payable by Smith or Jones is wholly GrorGE T. ALTMAN 
a immaterial as far as the computation of the tax is concerned. 
le The situation is quite different in the case of a_ particular person wholly dependent upon specific statu- 
nm graduated tax. The question is not only, is the item tory provisions. The Supreme Court would probably 
taxable. The rate bracket in which the item falls must have arrived at the same result in the income tax case 
also be determined. For that purpose it is necessary cited if no word connoting ownership had been present 
=f to group the items taxed about particular persons, each in the statute, if the statute had merely provided for a 
Ma group about a single person, whether such person be tax upon income at graduated rates. Ownership is the 
_ one individual, or several individuals definable and most logical relation; for it is the broadest, most com- 
v9 identifiable as a single person under the law. prehensive, most complete relation between property 
si What then shall determine whether a particular and person. The choice of any other relation would 
* taxable item shall be included in those grouped about have to depend upon express statutory provision. 
ne one person instead of another? In other words, what However that may be, in the case of the gift tax own- 
; relationship between the item taxed and a particular ership is a necessary factor; for only he who owns a 
% person determines that it is attributable to him instead _ thing can effectively make a gift of it. It is hornbook 
ne of to another? law that the assignee can get no better title than his 
od assignor. In the case of a gift this is even true of nego- 
oP Ownership an Essential Factor tiable instruments. 
wi ; In the case of the federal income tax the Supreme There is no need here to soar, or rather descend, into 
. Court of the United States seized upon the word “of” hair-splitting metaphysics over the meaning of the 
in the statute, in the phrase “the net income of every term “ownership.” Ownership may be complete or 
‘ds individual,” * as indicating that the determining rela- partial, direct or indirect, according to the number and 
“ tionship was ownership.* The federal estate tax like- character of the rights whicha person has in the prop- 
i wise uses the word “of” in its general provision, under erty involved. To speak of ownership without refer- 
he which property is included in the gross estate to “the ence to rights is to beg the question. Whatever rights 
“4 extent of the interest therein of the decedent at the a person has in property, if he makes an irrevocable 
a time of his death.”* The federal gift tax accomp- transfer of such rights by gift, in whole or in part, he 
al lishes the same purpose with the word “by” in the has made a gift. Assuming then that a person has 
on phrase “shall be imposed upon the transfer during certain rights in property, there are two essential ques- 
de- such calendar year by any individual, resident or non- _ tions raised by the gift tax: 
- resident, of property by gift.”*> Obviously a transfer = 1. To what extent did he transfer such rights by 
“e of property by gift by an individual can bear reference gift? 
S maar 
es ” nr ph ea of — — ii : 2. What is the value of such rights to the extent 
eet . is this se ee = —- ip as : e : — transferred by gift? 
too i ee ee, ee ee ee ee As to whether or not a transfer was made by gift, 
ore 1 California, Revenue and Taxation Code, Sec. 405. 


? See Internal Revenue Code, sec. 11. 

3 Poe v. Seaborn, 282 U. S. 101, 2 ustc J 611 (1930). 
* See Internal Revenue Code, sec. 811 (a). 

5 Ibid., sec. 1000 (a). 


general principles are not wholly determinative. For 
the purpose of the gift tax if a transfer is made “for 
less than an adequate and full consideration in money 
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or money’s worth,” then pro tanto the transfer is a 
gift.6 It is not necessary as a result that donative 
intent be present. It is only necessary to determine 
the value of the rights transferred and deduct there- 
from the value in money or money’s worth of the 
consideration, if any, received. If there is a balance, 
then to that extent the transfer is a gift. The regula- 
tions except from this rule any transaction at arm’s 
length in the ordinary course of business ;* but that is 
only because such a transaction would in itself neces- 


sarily imply that the consideration was adequate and 
full. 


Let us then, in the light of these principles, examine 
the provision on community property added to the 
federal gift tax law by the Revenue Act of 1942. That 
provision reads as follows: * 


“All gifts of property held as community property under 
the law of any State, Territory, or possession of the United 
States, or any foreign country shall be considered to be the 
gifts of the husband except that gifts of such property as may 
be shown to have been received as compensation for personal 
services actually rendered by the wife or derived originally 
from such compensation or from separate property of the wife 
shall be considered to be gifts of the wife.” 

It is apparent that the provision does not apply 
unless in the first instance there is a gift, as that term 
is defined in other provisions of the federal gift tax 
law. Suppose now that a salesman who is married 
and resides in a community property state has accumu- 
lated during his marriage and out of his commission 
checks the tidy sum of $50,000. With it he buys 1,000 
shares of a certain stock. The stock is community 
property. He has a son upon whom he dotes and 
decide to put the entire block of stock in trust for him. 


The salesman is advised, however, that under the 
express terms of the provision of the federal gift tax 
law quoted above he will have to pay a tax on the 
transfer. He waits. In the meantime his wife, who 
likewise dotes upon the son, and also upon a sister of 
hers, discovers that under the law of the state in which 
they reside the husband cannot make the gift which 
he has been contemplating without her consent.® The 
salesman being an affectionate husband and desirous 
of avoiding any domestic discomfort, he makes an 
agreement with his wife under which the stock ceases 
to be community property and becomes the separate 
property of both as tenants in common. Some time 
thereafter he takes advantage of an unfriendly moment 
between the wife and her sister and induces her to 
join with him in a gift of the 1,000 shares of stock to 
their son. Assuming that neither has made any gifts 
before, and that the stock is still worth $50,000, will 
this gift result in a gift tax? 





*Internal Revenue Code, sec. 1002; Estate of Sarah A. Bergan 
v. Commissioner, 1 T. C. #71, CCH Dec. 12954. 
™ Regulations 79, Art. 8. 
® Internal Revenue Code, sec. 1000 (d). 

* California, for example, Civil Code, sec. 172. 
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Clearly if the conversion from community property 
to a tenancy in common had not been made, the gift 
of the stock to the son, being in excess of the specific 
exemption of $30,000, plus the annual exclusion of 
$3,000 if applicable, would have resulted in a gift tax. 
Such is the mandate of the Code provision quoted. 
The gift would have been one of community property 
derived in no part from compensation for personal 
services rendered by the wife or from her separate 
property. The gift would as a result have been con- 
sidered to be in its entirety a gift of the husband. 
Whether or not the gift required the wife’s consent 
would seem to be immaterial once the gift is effec- 
tively made. The Code provision contains no such 
qualification. 

Clearly also the gift of the stock after its conversion 
into a tenancy in common is a gift of half of the stock 
by the husband and half by the wife. The Code pro- 
vision quoted applies only to community property and 
not to a tenancy in common nor to separate property 
otherwise held. Once property held as community 
property is converted by agreement of the spouses into 
a tenancy in common, or a joint tenancy, it loses its 
character as community property.’ The Code pro- 
vision quoted is therefore inapplicable to the gift of the 
stock to the son. That gift then is a gift of $25,000 by 
the husband and $25,000 by the wife, each below the 
specific gift tax exemption. 

But, it will be contended, the husband has made 
gifts totaling $50,000, $25,000 first to his wife, and 
$25,000 then to his son—that is, if the conversion of 
the stock from community property to a tenancy in 
common is a gift to the wife of half of the stock under 
the Code provision quoted. Therein lies the crux of 
the problem. Ifthe conversion from community prop- 
erty to a different form of holding is not a gift then 
the Code provision could be easily avoided by the 
intermediate step of such conversion. 

Of course, the Treasury Department could always 
raise the cry of “evasion.” Just imagine the Treasury 
Department, which has sought and obtained one 
amendment after another to the revenue laws in order 
to avoid the necessity of inquiring into the mysterious 
and elusory causation of husband-wife transactions, 
prying into the boudoir conversation to determine the 
motives where the transaction was not only a hus- 
band-wife transaction but one that is normal and com- 
mon. Nor would it often be possible to draw inferences 
from a subsequent gift by both husband and wife to 
another. There might be a subsequent gift by the 
wife alone, or the husband alone. Or there might be 





” California, for example, Civil Code, sec. 161; Yoakam v. Yoakam, 
126 Cal, 30, 58 Pac. 324 (1899); Martin v. Pritchard, 52 Cal. App. 
720, 199 Pac, 846 (1921); Burrows v, Burrows, 10 Cal. App. (2d) 
749, 52 Pac, (2d) 606 (1935). 
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no subsequent gift. In the latter case, unless the con- 
version itself be considered a gift the cognate com- 
munity-property amendment to the estate tax ** would 
be avoided without payment of a gift tax. 

Let us not be confused here by the technicalities of 
legal control. A husband who can really control the 
community property can as well control the separate 
property of his wife. A tender glance at the right time 
from the right person can ride roughshod over all the 
law books in the realm. While the true basis of a 
husband-wife relationship is still alive the elemental 
fire which is its fount is as careless of forms and titles 
as a river torrent of a pebble in its path. The law of 
husband and wife, born primarily of the divorce court, 
does not know the fire but only the ash. There may be 
books in which the answer on the question of control 
can be found, but they are not books of law. Even if 
there is a subsequent gift by husband and wife to an- 
other, the motive for the conversion from community 
property to a tenancy in common or other form of 
holding will not be easy to derive. The Treasury De- 
partment may cry “evasion,” but it will cry in vain. 


Conversion of Community to Separate Property 


It becomes necessary in that case to consider the 
conversion transaction by itself. There are 1,000 shares 
of stock, all community property. By agreement hus- 
band and wife convert them into 1,000 shares of stock 
held by them as tenants in common. Is there a gift 
within the meaning of the gift tax provisions? 

The wife has in effect received 500 shares freed of 
the husband’s community property interest, manage- 
ment and control. So also has the husband received 
500 shares freed of the wife’s community property 
interest. The Supreme Court of the United States 
has gone so far as to treat that interest as ownership *? ; 
but whatever that interest might be, it would be diffi- 
cult to impute to the husband, as a matter of law, 
donative intent. The only provision under which the 
transaction could be considered would be that under 
which a transfer for less than adequate and full con- 
sideration in money or money’s worth is deemed for 
gift tax purposes to be pro tanto a gift." 

From the standpoint of that provision what is the 
transaction? The husband has released to the wife 
his community property interest, plus the right of 
management and control, in 500 shares. The con- 
sideration he has received is release of the wife’s com- 
munity property interest in the other 500 shares. Thus 
as far as the community property interests are con- 





" Internal Revenue Code, sec. 811 (e) (2). 

™ Poe v. Seaborn, 282 U. S. 101, 2 ustc f 611 (Washington, 1930); 
Goodell v. Koch, 282 U. S. 118, -2 ustc § 612 (Arizona, 1930); Bender 
v. Pfaff, 282 U. S. 127, 2 ustc { 614 (Louisiana, 1930); U. 8. v. 
Malcolm, 282 U.S. 792, 2 ustc § 650 (California, 1931). 
13 Internal Revenue Code, sec. 1002. 
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cerned the transaction cancels out. The excess of the 
transfer by the husband over the consideration re- 
ceived is therefore the management and control of 500 
shares. This result is mathematical; it could not be 
more precise. 

The next problem is that of valuation. Property 
as such can be valued. But what is the value of the 
right of management and control taken alone? The 
Supreme Court has said that that right is nothing but 
aright of agency.** The Internal Revenue Code could 
probably say otherwise without running afoul of the 
Constitution; but it is silent on that point. In any 
case, whatever the right of the husband to manage 
and control the community property is, it must be 
valued as such. The right is obviously not assignable, 
as such. As a result, no market being possible, no 
value could be based on market price. Nor is the 
problem an actuarial one. It seems rather to be one 
for the philosopher or the crystal-gazer. . 

Perhaps the right is nothing at all. In a matter 
recently submitted to the Treasury Department for a 
ruling on stamp taxes the transaction involved was a 
conversion, by agreement of the spouses, of California 
community property acquired after July 29, 1927, into 
a tenancy in common with an undivided half interest 
in each spouse. The property included certain cor- 
porate stocks and real estate and the question was 
whether with respect to them a stamp tax was due on 
the transaction. It was ruled (February 20, 1943) that 
the conversion was not such a transfer “as will incur 
the stamp tax as imposed by sections 1802(b) and 3482 
of the Internal Revenue Code.” The reason given was 
that under both forms of ownership, community prop- 
erty and tenancy in common, the spouses have “an 
undivided equal interest in the property.” In other 
words, while there was a conversion from one form of 
ownership to another, there was no transfer from one 
spouse to the other. 

That may not resolve the issue. The Supreme Court 
to the contrary thus far notwithstanding, the husband’s 
right of management and control may be more than a 
mere right of agency. No agent ever spent his prin- 
cipal’s money for his own pleasure with legal impunity. 

But whatever the right may be, the question here is 
what is it worth, and there is no statutory guide. 
Perhaps in each particular case the husband can be 
asked what it was worth. Even assuming that he 
could give an unbiased answer despite the fact that a 
tax was dependent on it, that answer might rather 
reflect his power as lover than his control as husband 
and provider. There may be a solution, but it is one 
for Congress and not for the courts. It does not lie 
in the present form of the community property pro- 
vision of the federal gift tax law. 





4 See the cases cited in note 12 above. 








































































































































































































































































HE AMENDMENTS to Section 722 made by 
the Revenue Act of 1942 have made the relief 
provisions of the Excess Profits Tax Law the 

most important single factor in excess profits taxa- 

tion. To better understand these statutory provisions 
it is helpful to consider first the underlying philosophy 
of an Excess Profits Tax. When the true concept of 
an excess profits law is kept in mind and the in- 
flexibility of any formula calculation of normal profits 
is appreciated, the need for relief provisions can be 
readily recognized and the nature and extent of their 
application more effectively availed of in the concrete 
cases which we encounter in actual practice. 
Fundamentally, an excess profits taxing statute sub- 
jects to the tax levy earnings in excess of some calcu- 
lated or assigned normal earnings. The difficulty is 
always in defining the measure of normal earnings. 

The present Code provisions are not the first attempt 

at this kind of taxation in this country, for, as will be 

recalled, excess profits taxes were exacted under the 

1917 and 1918 Revenue Acts. 


Under these earlier Acts the norm selected was a 
flat, and what now appears very liberal, percentage of 
embarked capital; and the earnings which exceeded 
the credit so computed were recaptured on a graduated 
basis by the Excess Profits and War Profit Tax levies. 
The legislators recognized in 1918 that difficulties 
would arise in determining embarked capital and that 
in many instances percentage rates on embarked cap- 
ital were not fair measures of normal earnings of an 
enterprise. Accordingly, provision was made in Sec- 
tions 210 of the 1917 Act and 327 and 328 of the 1918 
Act so that where the capital could not be satisfac- 
torily determined, or where capital was not a material 
income producing factor, or where exceptional hard- 
ship would be experienced, relief through special 
assessment would be granted. The Statute went on 
in a paragraph or so to provide the measure of relief, 
which was that the taxpayer entitled to such assess- 
ment should pay Excess Profits Taxes at the rate paid 
by his competitors—concerns engaged in the same or 
closely related trades of business whose ratios of net 
income to gross and other relevant factors were simi- 
larly circumstanced to those of the taxpayer. 

There was thus in the 1917 and 1918 Acts an admis- 
sion that the norm selected was not of universal appli- 
cation. The enactors of the present Code provisions 
attempted in the 1940 Act to select measures of normal 
earnings of universal application,—at least after specific 
itemized adjustments were made. The fact that initially 
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there was this assumed ability to foresee all contin- 
gencies and make adequate provision therefor, accounts 
for the meager and indefinite provisions of the special 
assessment treatment prescribed in Section 722 as this 
section was enacted into the 1940 Revenue Act. 

In selecting the 1940 norm Congress resorted to 
three principal departures from the 1918 law. First, 
it set out two formulae for calculation of the excess 
profits exemption; and invested capital measure, and 
an average earnings for the base period 1936 to 1939 
measure. (To ease administration, the taxpayer was 
required at his peril to select one to the exclusion of 
the other.) Second, an attempt was made to enumerate 
all possible abnormal features and to exclude them 
from either invested capital, base period income or 
current year income calculations. Third, a thoroughly 
restricted, and entirely discretionary on the part of the 
Government, Special Assessment provision was in- 
serted. The grant of discretion to the Commissioner 
was so broad that despite the Oesterlein Machine case 
precedent it was the general belief of tax attorneys 
that no substantial benefit could be derived from the 
permitted appeal to the Board of Tax Appeals. 


Subsequent and retroactive changes have been made 
in the Revenue Acts of March 7, 1941 and Oct. 21, 
1942 so that the tricky election has been eliminated, 
more and broader specific exclusion of abnormal fac- 
tors directed in the formula calculations of base period 
income, invested capital, and current year excess profits 
tax net income, and the relief provisions have been 
raised to a plane of importance equalling or exceeding 
that which they occupied in the 1918 law. In the light 
of the tremendously broadened relief provisions the 
right of a review of the decisions of the Commissioner 
by the United States Tax Court is a real safeguard and 
one of inestimable value to the taxpayer. 

One basic difference however still distinguishes the 
relief provisions today from those under the 1918 Act. 
There, the object of the Statute was to insure the pay- 
ment by the taxpayer of the Excess Profits Tax rate 
which was paid by his competitors. Today we meas- 
ure and cure the abnormality. And whether the ab- 
normality be in income or capital we cure it in terms 
of income. We construct an income which the organi- 
zation ought to have made during the base period and 
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the earnings in excess of a credit predicated upon such 
constructed earnings is subjected to the Excess Profits 
Tax Levy. 


Similarity of Canadian Tax Provisions 


While there is thus noted the difference between the 
1918 Act theory of adjusting abnormal cases on the 
basis of comparative rate payments made by com- 
petitors it should be observed that Section 722 was not 
an outgrowth of our 1918 law. I am informed that it 
was over the very strident objection of the Treasury 
Department that the meager provision which was put 
in the 1940 Act on the Senate Floor was allowed to 
remain in the bill at the time of the conference between 
the Senate and House conferees. It is pretty gener- 
ally understood that the present provisions were in- 
serted after Treasury Department study of the Canadian 
tax provisions and are in large part modeled on their 
treatment of adjustment of “standard profits” in de- 
pressed business and new business situations. Many 
of the terms used in Section 722 seem directly taken 
from the Canadian Statute. Within a 5 to 10% of 
employed capital limitation, a three man Board of 
Referees is given an absolute and unreviewable dis- 
cretion in Canada to fix the amount of constructed 
base period earnings. While this remedy which may 
be efficacious in the small number of corporate situa- 
tions in Canada it seems apparent that such a pro- 
cedure could be demonstrated highly undesirable as 
applied to the tremendous number of widely divergent 
corporate situations found in the United States. Fur- 
thermore, I have an inherent distrust of the wisdom 
of vesting of an unreviewable discretion in any admin- 
istrative body. The distrust is equally active whether 
it be reposed in the benevolent hands of the Com- 
missioner of Internal Revenue and Secretary of Treas- 
ury here, or in a board whose constituency is one 
lawyer, one business man, and one economist as in 
Canada. 


While this review will principally concern itself 
with the provisions of Section 722, it should be noted 
that there are definitive relief provisions embodied in 
the other sections of the Code. For instance, Subsec- 
tions (H), (1), (J), (K) of Section 711 (b) (1) exclude 
and disregard deductions in the base period which are 
abnormal as defined in those subsections. There are 
also excluded by direct definition non-recurring items 
which are adjudged abnormal and not fair and repre- 
sentative determinatives of average base period in- 
come. Such adjustments include corrections for income 
and deductions in connection with bond retirements, 
losses from casualty, deductions from repayment of 
AAA taxes, etc. Then there are further legislative 
attempts to normalize the uneven profits experience 
of the base period by the substitution for the amount 
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shown for the lowest year of 75 per cent ofthe aver- 
age of the other years, or, in the alternative, by the 
stepladder provision which gives effect to the growth 
experience in the last two years of the base period. 

Similarly, there are direct legislative provisions which 
attempt to normalize the income of the taxable year, 
whether on average earnings or invested capital bases 
by excluding or limiting non-recurring items. All of 
these direct legislative provisions are set out in clear 
detail in the respective provisions of the Statute. One 
can be sure that adjustments of this nature, for which 
provision is thus specifically made, are availed of by 
the use of a check list of such provisions. It is my 
personal belief, however, that the greatest measure of 
relief is to be found in Section 722, but as usual, where 
the fruit is the sweetest the briars are sure to be the 
thickest. 


It will be noted that the general relief provisions do 
not depart from the underlying philosophy of the 
Excess Profits Tax credit determination. The norm 
of average earnings of the particular taxpayer during 
the base period is preserved. You may substitute a 
hypothetical earnings for one, two or perhaps more of 
the base years, you may project backwards or forwards 
“normal” earnings into the base period, or you may 
otherwise tamper with time and earnings to construct 
a “normal” base period income. Always, however, 
there is reconstructed something which is labeled the 
taxpayer’s base period income—the abnormality of the 
particular taxpayer is measured and cured—and we do 
not, as in the 1918 Act, seek to put the taxpayer on a 
competitive basis from an Excess Profits Tax stand- 
point with his actual competitors. 

The adoption of the present code theory of measur- 
ing and curing each taxpayer’s own abnormalities 
makes it quite clear that competitor comparisons can- 
not establish any rate of tax, no matter how high, to 
be excessive and discriminatory. Neither initial right 
to relief nor subsequent measure of relief can be estab- 
lished by comparison of the rate of tax paid by the 
taxpayer with that paid by his competitors. Where 
there are fundamental abnormalities of the taxpayer’s 
base period experience, the establishment of the ex- 
cessive and discriminatory nature of the tax must be 
made out of a proof of these very abnormalities and a 
showing that their correction will produce a tax liabil- 
ity so at variance with the tax liability due without the 
benefit of Section 722 that the tax without the benefit 
of Section 722 would be excessive and discriminatory. 
This thought is found at the very beginning of Section 
722 as the statement of the general rule for the appli- 
cation of the relief provision. 


I want to add one personal observation and to ear- 
mark it as such before discussing Section 722 in detail. 
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[t is my belief that Section 722 is but a part of a num- 
ber of statutory provisions, all of which combine to 
produce a formula calculation of an excess profits tax 
credit. I do not think that the normalization of one 
year’s base period experience—such as elimination of 
the effect of a fire in one year—will preclude the cor- 
rection of other statutorily corrected abnormal fea- 
tures. I do not believe that Congress intended or 
legislated that a taxpayer may have the choice of 
either (1) the correction under Section 722 of a single 
abnormality or (2) the benefit of other normalizing 
factors such as the stepladder provisions. I read the 
Act as a whole and believe that Section 722 is a proper 
part and but one part of many of the normalizing 
factors in the determination of the formula excess 
profits tax credit. 





Summary of Section 722 

Section 722 is divided into two parts, the first of 
which relates to the determination of relief in respect 
of taxpayers using the average earnings method. There 
are then provided five groupings of circumstances 
under which the tax liability without the benefit of 
Section 722 shall be considered excessive and dis- 
criminatory providing it can be shown, under one or 
more of the grouped tests, that the taxpayer’s base 
period net income is an inadequate standard of normal 
earnings. Briefly described these groupings are: 


(1) Interruption or diminution during any base period 
years of normal production, output or operation 
because of events unusual or peculiar to the tax- 
payer. 

(2) Business depression in the base period of the 
taxpayer, or the industry of which the taxpayer 
was a member, because of unusual temporary 
economic circumstances. 

(3) Depression in the base period of the business of 
the taxpayer by reason of conditions generally 
prevailing in the taxpayer’s industry subjecting 
the taxpayer to: 

(a) A profits cycle differing materially in length 
and amplitude from the general business 
cycle, or 

(b) Sporadic and intermittent periods of high 
production and profits and such periods are 
inadequately represented in the base period. 

(4) Commencement or change of character of busi- 
ness during or immediately prior to base period. 


(5) A general provision for relief where any other 
factor results in an inadequate standard of normal 
earnings during the base period. The applica- 
tion of this subsection is restricted to conform 
to the principles underlying the special relief 
provisions. 
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The second division of the relief provisions deals 
with invested capital corporations which are not 
entitled to use the excess profits credit based on income. 
The relief is afforded where a showing is made— 


(1) Where earnings are attributable to intangible 
assets not includible in invested capital. 

(2) Where the business of the taxpayer is of a 
class in which capital is not an important in- 
come producing factor, and 

(3) Where the invested capital of the taxpayer is 
abnormally low. 

There are then provided in subsections (d), (e), and 
(f) of Section 722 rules for application for relief and 
their computation of tax and foreign tax credit; these 
will be considered later. 


I first want to revert to the average earnings tax- 
payer group and discuss the tests there prescribed 
for the determination of whether or not the base period 
net income is an inadequate standard of normal earnings. 


Section 722 (b) (1) 
The first subsection in this grouping reads as follows: 


“(1) in one or more taxable years in the base period normal 
production, output, or operation was interrupted or 
diminished because of the occurrence, either imme- 
diately prior to, or during the base period, of events 
unusual and peculiar in the experience of such taxpayer,”. 

This subsection establishes a test which is applied 

in respect of the taxpayer’s own experience and with- 
out regard to any circumstances found to be industry- 
wide or country wide. The examples of circumstances 
deemed to be typical of those described in this sub- 
section as given in the report of the Committee on 
Finance of the United States Senate were where fire, 
flood, or strikes in the taxpayer’s business directly 
occasioned interruption or diminution of normal pro- 
duction, output or operation during the base period. 

It might be noted that the period within which these 

circumstances may occur, and still under Section 722 
be taken into consideration, extends beyond the base 
period of 1936 to 1939 to some length of time preceding 
that period, described in the Statute as “immediately 
prior”. It should be further noted that the nature of 
the occurrence to meet the statutory tests must be 
established both as “unusual” and “peculiar”. 

Dictionary definitions of the focal words of this 

subsection have not been particularly helpful. If 
“immediately” means only “without lapse of time; in- 
stantly; at once”, it adds very little latitude to the 
requirement that the disturbance occur during the base 
period. I am inclined to believe that this dictionary 
definition must yield to a construction more in har- 
mony with the Senate Finance Committee discussion 
of the same word in subsection (b) (4). There the 
Senate Committee observed that no arbitrary temporal 








At 


lin 
di 
mi 


‘ir 
tio 
SO! 
to 

19. 
mi 
in} 
rei 
be 


e- A o - 68S 





ed 


od 


ES. 


nal 

or 
ne- 
nts 


on 
re, 
tly 
rO- 
od. 


se 


ise 
ng 
ly 

of 
be 


his 
If 


in- 


on 
he 


ral 


August, 1943 


limitations are imposed by the use of the phrase “imme- 
diately prior to the base period”. The Senate Com- 
mittee continued in illustration of this, stating— 


“Generally, an event can be considered to have occurred 
‘immediately prior to the base period’ if under normal condi- 
tions the effect of such event would not be manifested until 
sometime during the base period and would be directly related 
to such occurrence. For example, a corporation, which until 
1934 manufactured snuff at a loss, in that year changed to the 
manufacture of cigars. Due to normal difficulties in establish- 
ing trade connections and in establishing its product, it did not 
realize normal earnings until 1938. Such corporation should 
be considered to have changed the character of its business 
‘immediately prior to the base period.” However, assume that 
in 1930 a manufacturer of general textiles converted its busi- 
ness to the manufacture of automobile upholstery. It enjoyed 
earnings for 8 years which were reasonable and stable. In 
1938 it made a profitable connection with a large automobile 
manufacturer and, as a result, realized larger profits. The fact 
of such connection is not related to the change in the character 
of the business in 1930, and such change is too remote to have 
occurred ‘immediately prior to the base period.’ ” 

It is believed, therefore, that it is entirely within the 
intendment of this subsection to allow relief where the 
event, otherwise within the ambit of the provision, 
occurs within any reasonable period prior to January 
1, 1936, so long as its effect during 1936 or any of the 
base period years is fairly demonstrable. 

From a purely statutory construction standpoint 
more trouble is encountered in the conjunctive require- 
ment that the events be both unusual and peculiar in 
the experience of the taxpayer. Giving each of the 
words the dictionary meaning which seems most apt, 
the events must be— 


(a) a a character, number or size not usually met with,” 

nc 

(b) “Of a character unlike anything else or anything of 

the class or kind—uncommon.” (Funk & Wagnalls) 
The distinction is none too clear, yet under the Statute 
both characteristics of the event must be present. 

The Senate Committee mentions fires or floods as 
events covered by this subsection. Probably they must 
be infrequent and uncommon fires or floods—or more 
or bigger fires or floods than the taxpayer usually had. 
My own guess is that where a showing can be made 
that the normal production, output or operation was 
materially interrupted or diminished due to some such 
event, it is more than likely that the Commissioner or 
the Board can be induced to find that the event was 
both unusual and peculiar in the taxpayer’s experience. 
Instead of a literal construction these words would 
seem to only require a showing of the abnormality in 
income in fact traceable to the event. 

Note that only causes physical in nature rather than 
economic are covered by this subsection ; that the physical 
event must be uncommon in the taxpayer’s business 
experience, both as to frequency of occurrence and as to 
magnitude, so as to work a real abnormality in produc- 
tion, output or operation ; and it must have occurred 
either during the base period or so shortly before the 
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base period as to be the directly proved cause of inter- 
ruption or diminution in base period production, out- 
put, or operation. 


Section 722 (b) (2) 
The second subsection in this group reads as follows: 


“the business of the taxpayer was depressed in the base period 
because of temporary economic circumstances unusual in the 
case of such taxpayer or because of the fact that an industry of 
which such taxpayer was a member was depressed by reason 
of temporary economic events unusual in the case of such 
industry.” 

The test prescribed in this subsection is one of “de- 
pression in the base period because of temporary eco- 


nomic circumstances” in the case of the taxpayer either— 


(a) established without regard to the prevailing 
conditions in the industry, or 


(b) because the taxpayer was a member of an in- 
dustry which in its entirety can be established 
to have been depressed during the base period 
because of unusual economic events. 


It will be recalled that the ultimate showing required 
under the first subsection was that there had been a 
reduction or interruption of the normal production, 
output or operation. Actual production statistics com- 
pared with capacity and proof of the existence of a 
market might provide sufficient data to establish a 
departure from normal production. The test under 
the second subsection however, is not quite as easy. 
We are now concerned with a depression in the tax- 
payer’s business, or in the business of an industry of 
which the taxpayer is a member—in each instance 
traceable to temporary economic rather than physical 
causes. The Senate Finance Committee Report gives 
two illustrations of individual company and industry 
situations which are covered by this subsection. The 
first is of the taxpayer who had a single sales outlet, 
and during the base period the consumer decided to 
manufacture the product it had heretofore bought from 
the taxpayer so that the taxpayer was compelled to 
develop a new market. Its earnings during the transi- 
tion period that its business was forced to undergo 
might furnish “an unjust measurement” for the com- 
putation of excess profits taxes. The second illustra- 
tion was where an industry was engaged in an internal 
price war during the base period years so that normal 
earnings levels were not attained until after the base 
period. 


The Bureau in Form 991 requires a showing as to 
the nature of the economic events, and, where a de- 
pressed industry is involved, a description of the industry 
with names and addresses of members. But the task 
does not end with a catalog list of the industry mem- 
bers and a description of the temporary economic con- 
dition, there must be a showing of depression, which 









means a showing that the business during the base 
period was actually Jess than would have resulted had 
the temporary condition not been present. The Senate 
Finance Committee spends more time pointing out 
what should be disregarded under this subsection than 
listing taxpayers who are reached by its provisions. 
Thus it is observed— 
































“A declining business or industry which was depressed be- 
cause of economic conditions of a permanent rather than a 
temporary nature does not come within this classification. As 
a general rule, high costs of production because of high costs 
of material, labor, capital, or other elements, low selling price 
of the finished product, low volume of sales due to a low 
demand for such product or the taxpayer’s output, or other 
ordinary economic hazards to which business in general is 
subject are not sufficient reason to make the taxpayer eligible 
under this paragraph. Cases may obtain, however, where the 
presence of one or more of such factors is adequate reason 
for granting relief.” 



























































Although, as the Senate Committee observed in 
connection with the subsection next discussed, that 
the period from 1936 through 1939 was one “of moder- 
ate prosperity for business in general”, it may well be 
that during these particular years many taxpayers 
were engaged in transitions from wholesale to retail 
marketing; integration, with the usual nonrepresen- 
tative shakedown period; or may have, as one author 
(Mr. Seghers) pointed out, been in a line of business 
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which, because of temporary dictates of fashion, was 
inactive. Causes recognized by this subsection should 
be looked for where there is a subnormal business and 
profits experience of the taxpayer during the base 
period. The limitations of the subsection are that the 
condition must have been economic and temporary 
and not the result of declining business activity. The 
Bureau, in Form 991, in this type of case requires a 
showing of normal earnings with a detailed supporting 
statement of normal conditions upon which is based 
the determination of average normal earnings. Fur- 
thermore, they require a showing of some represen- 
tative period during which it is alleged that normal 
earnings were obtained. It is from this type of infor- 
mation that proof is to be made of the claimed con- 
structed average base period net income. 


Section 722 (b) (3) 

This subsection relates only to conditions generally 
prevailing in an industry of which the taxpayer was a 
member and where there is a showing that the tax- 
payer had depressed base period earnings because the 
industry had— 


“(A) a profits cycle differing materially in length and 
amplitude from the general business cycle, or 


(Continued on page 454) 
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Economic Effects of a General Sales Tax 
(Continued from page 421) 

Markup 

The practice of basing retail pricing on a fixed pro- 
portional markup from purchase costs is widespread. 
This procedure has an important implication for the 
price effects of sales taxes. Goods come to retailers 
with their purchase prices already increased by one or 
more tax impositions at earlier stages of their pro- 
duction or distribution, and by the element of “load- 
age.” Proportional retail markup is based on this 
expanded purchase price. Hence retail prices embody 
not only the tax and “loadage” that has been passed 
on to retailers, but also the additional fraction in this 
amount covered by the markup. 


If a heavy sales tax is in effect for a considerable 
period of time, retailers’ markup proportions may be 
modified by the elements of competition none the less 
present in the relatively imperfect competition that 
characterizes the retail field. But for a transition 
period, retail markup procedures tend to exaggerate 
the effect of a sales tax on prices, and to yield retailers 
additional profit. 


Multiple Tax Discrimination Among Commodities 


A value-added tax is so apportioned among the 
various stages of commodity production and distribu- 
tion that the proportional tax burden embodied in final 
retail prices of all commodities is the same.® Manu- 
facturers’ excises can be so framed that the sale of 
goods which require further industrial processing are 
exempt, thus preventing multiple taxation of a com- 
modity in the course of its production. But elimination 
of multiple taxation under a gross sales tax would be 
possible only through a provision for rebate of taxes 
previously paid on resold commodities, and such a 
provision is not administratively practicable. 

A gross sales tax, therefore, discriminates among 
commodities and lines of commodities as to the ratio 
of tax embodied in retail price to retail price itself. 
A commodity that passes through a succession of 
industrial processes and distributive transfers per- 
formed by independent concerns is taxed at each transfer, 
and so bears a cumulated tax burden by the time it 
reaches retail sale. An item that involves a short chain 
of production and distribution bears a much smaller 
sales tax burden when it reaches consumers. 

The long-term effect of this discrimination in gross 
sales tax burdens on commodities is to raise prices, 
reduce consumption and reduce production of the 
repeatedly-taxed items more than for commodities 
less frequently subjected to the tax. Thus the patterns 
of consumption and production are still further modi- 





®‘ Interest ‘‘loadage’’ may differ, according to varying periods of 
production and distribution for different commodities. 
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fied, in addition to the modification caused by the gen- 
eral tax-induced price increase. 


Effects on Business Structure 


During the period of market readjustment to a sales 
tax, all concerns involved in the production and dis- 
tribution of the taxed commodities and services must 
experience some contraction of demand for their out- 
put. For some concerns in a line, this would mean a 
temporary reduction of profits, or a temporary con- 
version of small profit to a loss. For others, previously 
just clinging to solvency, it might accelerate the 
advent of failure. 

A gross sales tax has an additional effect on business 
structure that does not result from other forms of 
sales taxation.” In some lines, chains of single-process 
independents compete with vertical integrations that 
cover, within the single business structure, the series 
of operations handled by their smaller competitors. 
The integration pays a single tax on its output. Each 
of the single-process competitors pays a tax, and the 
output of a chain of such single-process concerns is 
burdened by a multiple tax. Thus single-process 
independents are placed by the tax at a competitive 
disadvantage as against integrations. In general, an 
incentive is offered to the further creation of vertical 
combinations. 

This element of discrimination in a gross sales tax 
can be eliminated by a system of rebates for taxes 
previously paid on materials purchased for subsequent 
processing or resale which will again give rise to tax 
liability. Such a rebate arrangement, however, is gen- 
erally deemed administratively impracticable. 


Effect on Consumption Expenditure and Saving 

A sales tax, to the extent that it increases the prices 
of goods and services, influences consumption expen- 
diture and saving in two ways: 


1. It absorbs purchasing power that might be avail- 
able for either consumption or saving. 


2. It penalizes consumption spending, while offer- 
ing no immediate discouragement to saving. 


Absorption of Purchasing Power 


Reduction of an individual’s real income by tax- 
induced price increase affects his spending and saving 
according to the relative elasticities of his spending 
and saving schedules. These vary with his income 
position. 

Where income prior to a tax-induced price increase 
is devoted entirely to consumption expenditure, there 
is no choice but to reduce purchases (net of tax) by 





7 There is general agreement on this effect of a gross sales tax 
or manufacturers’ excise on business integration—see Buehler, op. 
cit., p. 205; Due, op. cit., pp. 195-196; National Industrial Confer- 
ence Board, General Sales Taxes, p. 53; Shirras, op. cit., p. 613, 
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the amount of the tax-induced price increase.’ While 
many individuals and family groups through the mid- 
dle-income ranges are “living completely up to their 
incomes,” this situation is most common in the lowest- 
income ranges. 

Saving by individuals in the lower- and lower-middle 
income classes consists to a large extent of budgeted 
savings account deposits, insurance premium pay- 
ments, amortizing mortgage repayments, installment 
repayments, and salary-deduction War Savings Bond 
payments. Such saving embodies a high degree of 
rigidity.°. A tax-induced price rise will have little 
effect upon it. In this case also, the price increase 
tends to exercise its major influence on consumption 
spending. 


Not until we reach family groups with incomes over 
the $3000-$5000 level do we find marginal saving be- 
coming elastic. For the higher-income groups, saving 
tends to be the flexible margin between their incomes 
and their established standards of living, which dis- 
play considerable short-term inertia. Reduction of 
their purchasing power through a tax-induced price 
increase might exercise a disproportionate effect upon 
their savings. 


On the basis of this analysis, we might expect a sales 
tax to reduce only slightly, if at all, the savings of the 
lower and lower-middle-income classes, but to exercise a 
substantial influence on the savings of the higher- 
income classes. Since three-quarters of individual 
savings are made by people in the income groups above 
$5,000,'° it might seem as though the predominant 
effect of a sales tax would be to reduce saving. But 
three-quarters of the consumption expenditures that 
transmit the sales tax burden to consumers are made 
by people with incomes under $5,000.1° Most of the 
shifted sales tax burden, then, comes to rest upon 
people who can not or will not reduce their savings 
to any substantial extent. This element of the sales 
tax burden reduces consumption spending. The re- 
maining minor fraction of sales tax burden is shifted 
to people who cover it in varying degrees by reducing 
their saving. 

As a first approximation, based on absorption of 
purchasing power by a sales tax, we may conclude 
that most of the revenue from a federal general sales 


’ There is the possibility that the price increase may be covered 
by dissaving—by withdrawals from bank accounts and conversion of 
other capital assets. Where such dissaving already exists, it may 


be increased by a price rise. But initiation of dissaving is generally 
strongly resisted. 


*It is possible that the flexibility of certain of these kinds of 
saving is different according to whether real income is rising or 
falling. With a rise of income, new installment or insurance obliga- 
tions may be assumed. But these obligations, once assumed, are 
not readily reduced when income falls. 


” Calculated by applying the consumption-savings ratios by in- 
come classes presented in National Resources Committee, Consumer 
Expenditures in the United States, 1939, Table 19A, to the distribu- 
tion of income by income classes for the late 1930's. 
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tax!!—say, three-quarters or a somewhat larger frac- 
tion—would constitute a reduction of consumption 
expenditure. The balance would represent a reduction 
of saving. 


Penalization of Spending 

Price increases resulting from the shifting of a gen- 
eral sales tax penalize spending. Inclination to spend 
is discouraged. This can have little or no effect on the 
spendings of individuals who were previously spend- 
ing up to the limit of their incomes, or whose saving 
commitments were fixed, and hence who have no choice 
but to reduce the physical volume of their spending 
as the purchasing power of their incomes is reduced. 
For them, the compulsory reduction of their purchas- 
ing presumably exceeds the reduction of their inclina- 
tion to spend. But for individuals in higher-income 
ranges with a flexible margin of saving, who otherwise 
might let a sales tax burden rest entirely or in major 
part on their saving, this reduction of inclination to 
spend may make a difference. If the tax rate is suffi- 
ciently high, and the penalization of their spending 
substantial enough, it may induce a contraction of 
their customary standards of living. In such case the 
influence of a sales tax on the savings of the higher- 
income classes is reduced, and its influence on their 
spending increased. 

A second approximation of the influence of a sales 
tax on national spending and saving, taking this penali- 
zation of spending into account, would allow for greater 
reduction of spending and less reduction of saving 
than the first approximation. 

The preceding analysis has dealt with the immediate 
influence of a sales tax on spending and saving. It 
might be argued that the relative rigidity of the fixed 
saving commitments of the lower-income groups and 
of the spending standards of the higher-income groups 
is a short-term phenomenon. The inertia of these ele- 
ments is effective for a time, but in a longer run both 
saving commitments and spending standards are ad- 
justed to the change of circumstances caused by the 
tax, and a return is made to customary ratios of spend- 
ing and saving for all income classes. In time, the tax 
tends to reduce spending and saving for each income 
class roughly proportionately to their previous spend- 
ing-Ssaving ratio. 

If this reasoning be sound, people in the lower- 
income classes might be expected in time to increase 
their spending somewhat above the level predicted in 
the previous approximations, and people in the higher- 
income classes would decrease their spending. The 
margin for change would be relatively narrow for the 
"In many cases, the price increases produced by a sales tax will 
involve a greater consumer cost, because of ‘“‘loadage’’ and other 
factors, than the revenue obtained from the tax. This extra con- 


sumer burden would be divided between spending and saving in the 
same proportion as the tax burden. 
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lower-income groups, but substantial for the higher- 
income groups. Hence, the net effect of this readjust- 
ment would be to cause a sales tax to reduce spending 
still more in the long run than initially. 


Relative Effect 


The preceding discussion involved the assumption 
that the receipts from a general sales tax were em- 
ployed in such a way as not to create any purchasing 
power to replace that absorbed by the tax. This could 
occur if the receipts were used to retire bank-held 
federal debt. Under most other circumstances, how- 
ever, expenditure of the tax funds by the government 
would restore part or all of the purchasing power 
absorbed by the tax to the national economy, though 
not necessarily with the same income-class distribu- 
tion as the original absorbed purchasing power. This 
restoration of purchasing power would offset and 
modify the effects of the tax as noted above, if the 
raising and expending of the tax funds were consid- 
ered as interdependent. 

A more useful interpretation is to deal with govern- 
ment expenditure as the fixed element, and to consider 
the relative effects on saving and spending of the 
various taxes that might be employed to raise the 
funds. Relative analysis discloses that a general sales 
tax exercises more effect on consumption expenditure 
than any other major-revenue tax. Consumption ex- 
penditure, which determines the distribution of the 
sales tax burden among income classes, is more con- 
centrated among the lower-income classes than the 
distribution determinant of any of the other major 
taxes. Since this distribution of burden among income 
classes is a major factor in the effect of any tax on 
saving and spending, this consideration alone places 
the general sales tax in the forefront as a spendings 
deterrent. In addition, a general sales tax has the 
added effect of penalizing, and hence discouraging, 
consumption expenditure.’ 

If a general sales tax is levied in wartime as part of 
a general program of obtaining a large war revenue 
and substantially absorbing civilian purchasing power, 
“it is not possible to isolate its separate effect on spend- 
ing and saving. Shortages and rationing change the 
customary consumption patterns of people in the 
various income classes, and thus modify their relative 
inclinations to spend and to save. Reduction of civilian 
purchasing power by other war taxes and by war 
borrowing further influences the marginal elasticities 
of spending and saving for the various income classes. 
The wartime effects of a sales tax on spending and 
saving, therefore, should be treated as but a part of the 
general effects of the war finance program. 





2 Professor Hansen carries this conclusion a step further, and 
sees a sales tax as a stimulant of saving—see A. H. Hansen, Fiscal 
Policy and Business Cycles, 1941, PP. 296-297. 
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NDER TOTAL WARK conditions, the budget 
problem consists of reducing civilian purchas- 
ing power until it equals the money value, at 

current prices, of the available supplies of goods and 
services. The success of this task depends upon the 
following equation: civilian purchasing power equals 
the total money income of all private individuals, com- 
panies and institutions, minus the amount they pay in 
taxation and the amount they save. If the solution of 
this equation shows that purchasing power is too 
great, then taxation must be increased and the savings 
drive intensified. 


The British Government’s analysis of national in- 
come and expenditure throws light on the ingredients 
of this equation. The result is set out in the following 
table, covering the years 1938 and 1942. 


1938 1942 
(£ millions) 
Money income of nation 4,920 7 8306 
Taxation . 997! 2,736 
Savings 304 1,081 
Residual purchasing power 
spent on consumption — 3,619 4,019 


The money income of the nation is greater than the 
national income ( £4,490 millions in 1938 and £7,384 
millions in 1942). The chief reason for the difference 
is that money income includes “Transfer income”, 
such as National Debt interest, pensions, poor relief, 
etc. This income does not arise directly from the 
production of goods or rendering of services, but 
instead arises from State action in transferring pur- 
chasing power to the recipients of this income. It is 
therefore excluded from any measurement of national 
income in terms of production. 


Taxation includes both Central Government and 
municipal taxation. It is not strictly comparable with 
the revenue shown in budget statements or the annual 
exchequer returns. Also these national income state- 
ments all relate to the calendar year, and not to the 
financial year, which ends on March 3\st. 


The savings figure of £1,081 millions looks small 
when compared with the amounts raised in War Loans 
or borrowed by the Government in other ways. Thus 
in 1942-43 Government borrowing of all kinds amounted 
to £2,800 millions. The official white paper on the 


1To the taxation figures of £997 millions for 1938 and £2,736 
millions for 1942 given above there should really be added further 
sums of £170 millions and £220 millions, which represent taxation 
of types which cannot be allocated specifically. The bulk, though 
not the whole, of these sums falls, however, on consumers’ expendi- 
ture, so that the residual figures of £3,619 millions and £4,019 
millions in fact contain a further element of taxation. 
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The author of this brief article, presenting a concise picture of 


the British budget problem, is statistical editor of 
the Financial Times in London. 





sources of war finance from which | am quoting throws 
some light on this apparent discrepancy. 

Revenue received by the Central Government dur- 
ing the calendar year 1942 amounted to £2,343 millions. 
But this is not the full amount of taxation borne by 
the nation. In addition to the burden of local taxation, 
every prudent individual and company has to make 
provision for taxes which are accruing but are not as 
yet due. These taxation reserves are calculated to 
have been £428 millions in the calendar year 1942. 


Allowing for these and other factors, the estimated 
revenue of £2,343 millions in 1942 is swollen into an 
estimated gross tax burden of £2,956 millions. 


Sut until the tax reserves are required, they are 
savings, just as much as other money put aside by its 
owners. Therefore the sum of £428 millions must be 
added to the savings of £1,081 millions shown in my 
main table. The Government too has other sources 
from which it can and does borrow money. These in- 
clude extra-budgetary funds and local authority sur- 
pluses; war risk premiums (less claims paid); cash 
proceeds of the repayment by the Dominions of sterling 
loans made to them in pre-war days; other overseas 
disinvestments ; and various other items. 


It is now possible to construct a rough analysis of 
Government borrowing during the calendar year 1942. 





1942 
(£ millions) 
Government Expenditure 5,103 
Government Revenue 2,343 
Government Borrowing 2,760 
of which 

Permanent Savings 1,081 
Tax Reserves 428 
Extra-Budgetary I'unds, ete. 231 
War Risk Premiums . 215 
Overseas Disinvestment 632 
Sundries 173 
Total 2,760 


This total figure of £2,760 millions is in very close 
accord with the actual Government borrowings of 
(Continued on page 467) 
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Stamp Tax Results in Mergers and Consolidations 
(Continued from page 428) 
(6) From the theory that mergers and consolida- 
tions involve sales of assets, the Chief Counsel becomes 
further involved for he states that— 


“Ordinarily, form rather than substance is a test of liability 
in stamp tax cases”—then referring again to Section 3482 he 
says that— 

“Whether or not realty is sold is a question of substance 
rather than of form, for Article 79 of Regulations 71 provides 
that “sold” imports the transfer of realty for a valuable 
consideration.” 


The significance, if any, of the first sentence contain- 
ing the words “form rather than substance” is later 
discussed. 


(7) After making clear that a merger or a consolida- 
tion involves a sale, that is, constitutes a sale for stamp 
tax purposes, the ruling reaches the conclusion that— 


“If consideration passes to the constituent corporations for 
realty transferred to the continuing or new corporation in a 
statutory merger or consolidation, then such a transfer is tax- 
able as one of ‘realty sold.’ ” 


(8) After making the above statement, the Chief 
Counsel apparently feels it necessary to make a further 
explanation. He states— 


“Looking therefore to substance, statutory mergers and 
consolidations are not distinguishable, for present purposes, from 
cases in which the constituent corporations make an outright 
sale of their assets to a continuing corporation or to a newly 
created corporation in consideration for the assumption of their 
liabilities and the issuance to them of stocks of the transferee 
corporation.” 


It is further explained that— 


“In the latter case, the constituent corporations make a 


liquidating dividend of the stock so received to their stocks, 
holders, and subsequently go through the formality of dissolu- // 


of case is the same. The only distinction so far as the\instant 
question is concerned, is one of legal form.” f 


tion as provided by the statute. The net result in eo type 


It seems rather amazing to read the above statement 
after being advised that whether or not realty is sold 
is a question of substance. The Chief Counsel states 
that ‘consolidations and mergers are not distinguishable, 
for present purposes”, from “outright sales”, etc. If 
the above statement is true, why is it pointed out in 
the first place that statutory mergers and consolida- 
tions are to be distinguished from sales, that the 
sale in the Pinellas case “has no real semblance to a 
merger or consolidation” and in the Cortland Spe- 
cialty decision that “They all differ fundamentally 
from asale”. The clarity of the Chief Counsel’s ruling 
is not aided by the juggling of the words “form” and 
“substance” or the use of the phrase “for present pur- 
poses”. One not familiar with the integrity of the 
Bureau might be led to believe that the ruling was 
prejudiced in favor of the Bureau. 

(9) After apparently disposing of the question by 
pointing out the difference between consolidations and 
mergers on the one hand and sales on the other, and 
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then showing that there are no differences or dis- 
tinctions so far as the instant question is concerned, 
except one of legal form, the ruling goes on to explain 
first that— 

“the real purpose of statutes extending to corporations the 
privilege of merging or consolidating in the technical sense is to 
provide a simple and convenient method of corporate reorganiza- 
tion, thus eliminating the necessity of several formal steps.” 
No hint is given regarding the technical steps which 
constitute a sale in the case of a merger or consolida- 
tion. 

(10) From the above idea of the purpose of the 
statutes relative to consolidations and mergers, the 
Chief Counsel makes the deduction that— 


“such statutes should not be treated as affecting the question 
of substance or, more specifically, the question whether con- 
sideration passes to the constituent corporations.” 

It is assumed that what the Chief Counsel is saying is 
that if a merger or consolidation is involved, please 
forget the merger or consolidation and try to believe, 
at least for tax purposes, that there was a sale and, 
therefore, the tax should be paid. : 

(11) Inthe next paragraph, the Chief Counsel seems 
to cast some doubt on his foregoing statements be- 
cause he then states— 


“There can be no doubt that a taxable transfer of “realty 
sold” is involved in the situation above mentioned where con- 
stituent corporations in a nontechnical merger or consolidation 
make an outright sale of their assets to a continuing or newly 
created corporation in consideration for the assumption by it 
of their liabilities and for the new stock of such corporation. 
It is therefore believed that a taxable conveyance of “realty 
sold” is in substance also involved in a statutory merger or 
consolidation.” 

In support of the above, two state court decisions 
are cited which are far from convincing and reference 
is also made to the case of Raybestos-Manhattan, Inc., 
296 U. S. 60 [36-1 ustc J 9007]. 

In the latter case, Raybestos-Manhattan, Inc. was or- 
ganized in 1929. At the time of its incorporation and 
prior thereto, three separate and distinct industrial 
corporations, namely, the Raybestos Co., the Manhat- 
tan Rubber Mfg. Co. and the U. S. Asbestos Co. existed 
and were doing business, each of which was owned, 
controlled, and operated by entirely distinct and dif- 
ferent interests, stockholders and directors, and none 
had any interest direct or indirect in the business 
assets or properties of the others. These three cor- 
porations were consolidated with the plaintiff cor- 
poration as a result of an agreement made May 14, 
1929. 

The decision in the above case has absolutely no 
bearing on cases of merger where the constituent cor- 
porations are wholly owned by the continuing cor- 
poration, and is therefore entirely irrelevant as to 
such mergers. 

(12) The Chief Counsel’s ruling passes on to the 
consideration of the decision in the Rochelle Invest- 
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ment Corp. case (DC La., 1940, 34 Fed. Supp. 118 [40-2 
ustc §] 9632]) which stated that— 


“A transfer of real estate by virtue of a merger is not a sale 
of real estate.” 


In the Rochelle Investment Corp. case R & L Inc. 
owned certain real estate and in addition all of the 
outstanding stock of the Rochelle Investment Corp. 
and E. V. R., Inc. By an agreement of merger, R & L, 
Inc. and E. V. R., Inc. were merged with the Rochelle 
Investment Corp. As all of the shares of the Rochelle 
Investment Corp. and E. V. R., Inc. were owned by 
Rk & L, Inc., none of said shares were converted into 
shares of the surviving corporation, but all were can- 
celled. Each share of the outstanding stock of R & L, 
Inc. was converted into one share of stock of the 
surviving corporation. 

The Court held that the merging corporations in 
this case did not and could not receive consideration 
for the transfer of the real estate because they were 
extinguished and dissolved by the acts of their stock- 
holders in assenting to the proposed agreement of 
merger. 

The Bureau did not appeal the court’s decision. 


In the Chief Counsel’s ruling, it is stated that the 
Court rested its conclusion mainly on the ground that 
no consideration could pass to the merging corpora- 
tions because they ceased to exist at the moment of 
merger and that the Court thus assumed that con- 
sideration for a sale must pass subsequent to the trans- 
fer of the thing purchased. 


There appears to be nothing in the court’s decision 
to warrant the statement of the Chief Counsel. He 
states that the court rested its case on the ground that 
no consideration could pass and then assumes that the 
court assumed that the consideration must pass subse- 
quent to the transfer. 

The Court very clearly stated that the constituent 
corporations could not receive a consideration because 
they had ceased to exist. If the Chief Counsel’s state- 
ment means anything, he would have it believed that 
the two constituent corporations managed in some 
fashion to remain alive so that they could receive a 
consideration and thus qualify the transaction as a 
sale. Looking therefore to substance, it might be said 
that due to the merger there was nothing of substance 
or form left to receive a consideration provided there 
had been one. 

The weakness of the Chief Counsel’s position is 
probably more outstanding in cases where stock in 
the hands of the individual stockholders of the con- 
tinuing corporations is not disturbed as a result of 
the merger—the only transactions being the transfer 
of the assets of the constituent corporations to the 
continuing corporation and the surrender for can- 
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cellation of the stock of the constituent corporation. 
The surrender of stock for extinguishment or in ex- 
change for new certificates to be issued without change 
of legal title is a transfer not subject to stamp tax 
according to Regulations 71, Article 35(f) 1932, and 
Article 133.34(C) 1941. It would seem therefore, that 
such a transaction could not involve a consideration 
even for tax purposes. 


Some CCH Book Publications 
Of General Interest... 


@®CANADIAN INCOME WAR TAX ACT—1943. 
Reproduces Canadian income tax law as amended to 
publication date, with historical notes. Includes changes 
relating to: service men, depreciation, certain employees 
working outside Canada, “partial forgiveness of 1942 
taxes’’, tax avoidance and deductions at the source, new 
excess profits tax changes concerning oil royalty com- 
panies, adjustment of “standard profits”, losses and pay- 
ments by unincorporated taxpayers, and tax avoidance 
provisions. Special tables show deductions at source to 
be made by employers. 224 pages, 6 x 8 inches, heavy 
paper covers, price $1. 


e BUSINESS LAW DECISIONS, 1942-1943.—The 
latest issue in the helpful series which reproduces for 
each term the full text of leading decisions affecting 
business, except taxation, handed down by the U. S. 
Supreme Court. In all, 50 decisions of importance to 
business mark the 1942-1943 Term. 272 pages, 6 x 9, 
heavy paper covers, price $1. 


e TAX SYSTEMS.—Ninth Edition. Gives essential 
tax data in quick finding charts and tables for all states, 
the United States, and Canada, including selected for- 
eign revenue statistics. Prepared by The Tax Research 
Foundation in collaboration with leading tax authorities. 
With supplement, as of January 1943, of latest major 


changes. About 400 pages, 12 x 15, cloth bound, price 
$8.75. 


eTHE IMPACT OF FEDERAL TAXES.—By 
Roswell Magill. It would be hard to find another who 
writes about federal taxes and taxation quite as inter- 
estingly, quite as authoritatively, quite as understandably 
as the former Under Secretary of the Treasury does in 
this readable new book. Asked and answered are such 
posers as: Why are income taxes so popular with law- 
makers? Why is the general sales tax avoided? What 
forms of capitalization are encouraged? What kinds of 
family settlements discouraged? In all, 228 pages, size 
5% x8¥Y% inches, heavy paper covers, price $2. 


e PRINCIPLES OF PUBLIC FINANCE.—By Mayne 
S. Howard. A panoramic survey of the American tax 
scene, federal, state, and local. Develops economic, 
social, and political significance of all important taxes 
including sales, income, franchise, property, death tax, 
etc. Illustrated throughout with charts and _ tables. 
Fully indexed. 460 pages, 61% x 95%, cloth bound, 
price $5. 


Order by Mail 
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Possibilities for Excess Profits Tax Relief 


Under Sections 722 (b) (1), 722 (b) (2), 722 (b) (3) 


By RUSSELL S. BOCK 


Mr. Bock is a Certified Public Accountant in Los Angeles, 
California and recently addressed the annual meeting of the 


California Society of Certified Public Accountants on this 
subject. 





vides for relief from excess profits tax in certain 

cases where the tax is considered to be excessive 
and discriminatory. The tax will be so considered if 
certain situations exist as outlined in Sections 722(b) 
and (c) and, further, if it can be shown that the excess 
profits credit computed under the regular rules is an 
inadequate standard of normal earnings. Section 722(b) 
refers only to corporations which are entitled to use 
the excess profits credit based on income. The pur- 
pose of this discussion is to explore and summarize 
the possibilities under the first three subsections of 
Section 722(b). I shall discuss each of the three types 
of cases in turn, first as to the requirements for estab- 
lishing eligibility for relief, and second as to the method 
of constructing the “normal earnings” level after 
eligibility has been established. 

The purpose of Section 722 is to establish a normal 
earnings level for a corporation which does not have 
a proper exemption under the regular rules. The word 
“normal” is used frequently in the law and regulations, 
and it seems to me we must first agree on what this 
word means. The regulations provide no definition. 
The standard dictionary says in part: “. . . conform- 
ing to a type or standard; regular; natural . . .” This 
does not shed any particular light on the problem 
either. It appears that we shall have to think of the 
word in a broad, general way according to its generally 
accepted meaning. The important thing to keep in 
mind is that “normal” is a relative term and it will 
vary according to individual circumstances: normal 
conditions in the shipbuilding industry, for instance, 
might be quite different from those in the banking 
business. 


G vite 722 of the Internal Revenue Code pro- 


The regulations point out, to begin with, that in 
establishing a normal earnings level it is not permis- 
sible to eliminate only the unfavorable factors or ab- 
normalities. It is necessary to eliminate the favorable 
as well. The example given in the regulations is that 
of a company which had a fire in 1937 which inter- 
rupted its operations and reduced its earnings for that 
year ; however, it had high earnings in 1938 as a result 
of sales which would normally have been made in 1937. 
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If it wants to build up the income of 1937 to eliminate 
the effect of the fire, it must also eliminate the favor- 


able effect of the increased sales in 1938. 


Section 722 (b) (1)—Depression Due to Interruption of 
Production or Operation 


Section 722(b)(1) provides for cases where “in one 
or more taxable years in the base period normal pro- 
duction, output, or operation was interrupted or dimin- 
ished because of the occurrence, either immediately 
prior to or during the base period, of events unusual 
and peculiar in the experience of such taxpayer.” This 
provision is a carryover from the old law before the 
extensive amendments in 1942, and does not require 
much attention here. It is generally considered to con- 
template physical events and not economic events or 
circumstances, which latter are covered in the next 
subsection. The common examples of such events 
are fire, flood, storm, strike, etc. Other less obvious 
examples might be shutdown for repairs, moving, 
sickness or accident of key executive, or war (which 
might affect demand from a foreign country). Prime 
examples of such events during the base period years 
are the Ohio River floods and the West Coast mari- 
time strikes. 


The law provides that the event must have occurred 
either during or immediately prior to the base period. 
The regulations provide that it will be deemed to be 
immediately prior if its effect is not fully manifested 
until some time during the base period. The law also 
provides that the event must be unusual and peculiar 
in the experience of the taxpayer, which means that 
it must be an event not ordinarily encountered in the 
taxpayer’s business. The regulations discuss this point 
and give an example of an event which may not be 
considered to be abnormal: the example is that of a 
timber company, the operations of which are inter- 
rupted regularly by spring thaws. 

Although the event must interrupt or diminish pro- 
duction, output, or operation, the regulations provide 
that it may apply to service businesses as well as to 
production of tangible products. Thus, it may apply 
to advertising agencies, brokers, etc. The interruption 
does not necessarily have to be a direct result of the 
event, but the effect may be indirect, as in the case of 
the war or a strike in a customer’s plant. An example 
within my own experience is where production was 

(Continued on page 457) 





























































































































































































































The Revenue Act of 194-——? 


Chairman Robert L. Doughton of the Ways and 
Means Committee announced on July 6 that the Com- 
mittee had unanimously agreed to begin activities on 
September 8 in connection with the proposed revenue 
bill, and that the main features thereof would not be- 
come effective prior to January 1, 1944. Mr. Doughton, 
pursuant to direction by the Committee, has requested 
the Joint Staff and the Treasury Department to sug- 
gest alternative means of raising additional revenue, 
and will specifically instruct them to make a study 
and report on the feasibility of an individual excess 
profits tax. Although it is likely that public hearings 
on the proposed bill will begin in September, no date 
has been set as yet. 


Adjournment of Supreme Court 


On June 21, 1943, the Supreme Court brought to a 
close its October, 1942 term. For the second succes- 
sive year, the Government succeeded in winning about 
70 percent of the tax cases decided by the Supreme 
Court. However, the taxpayer scored important vic- 
tories in the following instances: (1) Stock dividends 
cases, (2) Cancellation of previously accrued rent and 
interest charges were not income to the taxpayer, (3) 
A taxpayer was entitled to a credit when its obliga- 
tions issued as a dividend were paid, even though it had 
received a dividends-paid credit at the time the obliga- 
tions were issued, and (4) Where state law prohibited 
the trustees from revesting title in the corpus in the 
grantors, the trusts were not taxable to the grantors. 


The Government was successful in cases deciding 
the following issues: (1) Taxpayer could not take 
depreciation on assets paid for by its customers, (2) 
Payment of subsidiary’s expense not deductible by 
parent, (3) That portion of condemnation award des- 
ignated as “interest” was ordinary income, and (4) All 
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of the income of a trust for minors was taxable to the 
grantor where it could have been used for the support 
of the minor. 

Cases in which certiorari has been granted and which 
will appear on the Court’s calendar for the October, 
1943 term, are: 

Colgate-Palmolive-Peet Co. v. U. S.: CCA-3 held that 
“first domestic processing” as used in Sec. 602%, 1934 
Act, means the first processing in the United States 
after the effective date of the Act. 

Gooch Milling & Elevator Co.; Com. v.: CCA-8 held 
that doctrine of recoupment applied and taxpayer 
could offset overpaid 1935 taxes where Commissioner 
by adjustment corrected the inventory and assessed 
additional 1936 taxes which adjustment if applied to 
1935 would have reduced 1935 taxes. 


Harwick et al. v. Helvering: CCA-8 held that where 
stockholders after selling stock at a loss which was 
allowed subsequently sued their seller for selling the 
stock in violation of the State blue sky laws, the amount 
received on settlement of suit was ordinary income in 
year of receipt even if prior deduction did not result 
in a tax benefit. 

Heininger v. Com.: CCA-7 held that attorney’s fees 
incurred in unsuccessfully resisting a fraud order in- 
stituted by the postal authorities were not deductible, 
though defense allowed taxpayer to continue in busi- 
ness for the taxable years in question which business 
was profitable. 

Merchants National Bank of Boston v. Com.: CCA-1 
held that where a trust can be diverted for the support 
and happiness of the testator’s wife in the liberal dis- 
cretion of the trustee, and remainder is left to charity, 
the bequest to charity is not deductible on the estate 
tax return, and capital gains of the trust are not 


deductible on the income tax return as charitable 
contributions. 
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This table shows 
(1) receipts and 
expenditures 
for the fiscal 
year 1942; 
(2) receipts and 
expenditures 
for the fiscal 
year 1943, and 
(3) the increase 
or decrease in 


1943 receipts 


and expenditures 


as compared 
with the fiscal 
year 1942. 
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RECEIPTS AND EXPENDITURES, FISCAL YEARS 1942 AND 1943 
(In millions of dollars) 


= 
Decrease (-) 


Receipts: 

Internal revenue: 
Income tax e . ° . e . . . . . ee . 
Miscellaneous internal reverue .. . 
Social security taxes ...+-+e-s 
Taxes upon carriers and their employees 

Railroad unemployment insurance contributions . 

Customs 7 . . . . . . e . . + . . . e eo 2 e . 















































Miscellaneous receipts ... + +s«-seseereee 
Total receipts ....e-e-seee . 

Deduct net appropriations to Federal old-age and survivors 
insurance trust fund... 2. ess eeece cece 


Net receipts ... 1+ es eeeeeceee 


Expenditures: 
I. General: 
Departmental (not otherwise classified). .... 
Agriculture Department: 
Agricultural Conservation and Adjustment 
Administration ...e«cececcecece 

Other . . e . . . . . . e . e . . . . . 7. . 
Federal Security Agency: 

Civilian Conservation Corps . + .++-e«-+-. 

Social Security Board oeereer eee ee @ 

nt «© « 6 =a « Ge ¢@¢ + © 6¢ * @ @ os © 
Federal Works Agency: 

Work Projects Administration .. .. ++. 

Other o . aa . . . . . e 7 . . . . . . 7. 
Interior Department: 

Reclamation projects .....«-s 
National Housing Agency .....s-. 
Panama Canal . . . 2 2 ee ew oe 0 
Post Office Department (deficiency 
Railroad Retirement Board ...«. - 
River and harbor work and flood control 
Tennessee Valley Authority . . «see - 
Treasury Department: 

Interest on the public debt 

Refunds of taxes and duties 
Veterans' Administration .« . « « 

Subtotal . «2 0 ee eee 

II. War activities: 

War Department . . + « « « ° 

Navy Department .... . 
Agriculture Department . . 

Federal Security Agency ° 

Federal Works Agency « . ° 
National Housing Agency ° 
Treasury Department .. «+ « 

8 


oe @ @ @ 
eoe5nwee 
oenrerteee 
oeeeeee 
eoeeveeeee 
ee0ew#ee*# 


eoeeee 
eoeteeee 
eoeenreee? e 
oenreee 


United States Maritime Commissi 
War Shipping Administration 
Aid to China ..-«eecce 
Other . . . ° . . . . . . . 


Subtotal . . . e e . . . 
III. Revolving funds (net): 
Farm Credit Administration... . ‘ 
Public Works Administration ...e++-+s-eee 
Subtotal a . . . . . . J . e . . . . + . e 
Iv. Transfers to trust accounts, etc.: 
Agricultural Marketing Administration (surplus 
commodity stamps) «2. .s.sesececreccvece 
Federal contribution to District of Columbia 
(United States share). ee 6 2 45 4.4 6.2 © 
Government employees! retirement funds (United 
States share)e » sc cecvceceee cece 
National service life insurance fund ..... « 
Railroad retirement account ..«-e«-ecercrece 
Railroad unemployment insurance administration 
fund transfers to unemployment trust fund 
(act Oct. 10, 1940). «eee ee . ee o ee 
a ae ee a ee a ee ee Oe ee ee 


Total expenditures (excluding public debt 
WORD ce ees COST hoe ee 


e oer Ovoevrere eee 

. . e . 

. eoenreeeeeee®# 

. . . . . e 7 . e . e . 

° . - . . . . . . e . e 

._ eee @ @ 

. . . . = . ° . e e . . 

_ . . . e e . cm ° . . . 
oevoeeveeee ee @ 









Wet deficit ..... 


‘ Note: Figures are rounded to the nearest million and will 
not necessarily add to the totals shown. 


a/ Excess of credits, deduct. 
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Simpson & Co., R. v. Helvering: CCA-2 held that 
taxpayer, a pawnbroker, was a personal holding com- 
pany and imposition of penalty for failure to file a 
personal holding company return was proper. 


Treasury Statement 


The Daily Treasury Statement for June 30, 1943, 
covers financial operations of the Government for the 
fiscal year 1943. 

Total budgetary expenditures of the Government 
during the fiscal year ended June 30, 1943 were 
$78,179,000,000, or more than double the expenditures 
of $32,397,000,000 for the preceding year. 

3udgetary expenditures for war activities amounted 
to $72,109,000,000, or approximately 92 percent of all 
expenditures for the year, and nearly three times as 
large as the expenditures of $26,011,000,000 for this 
purpose in 1942. War expenditures represented ap- 
proximately 42 percent of the gross national product 
for the fiscal year 1943, as compared with approxi- 
mately 20 percent of the gross national product ex- 
pended in the fiscal year 1942. 

Net revenue receipts for the fiscal year 1943 did not 
increase in proportion to the increase in expenditures, 
but substantial gains in revenue were realized. Net 
receipts for 1943 were $22,282,000,000 as compared 
with net receipts of $12,799,000,000 in 1942, an increase 
of approximately 74 percent. 

The net deficit for the year was $55,897 ,000,000, as 


compared with the net deficit of $19,598,000,000 for 
1942. 


U. S. War Expenditures 

The National Industrial Conference Board reports: 
The United States since its entry into the 
war has experienced sharper increases in both public 
expenditures and revenue collections than either 
Canada or the United Kingdom, according to the Divi- 
sion of Industrial Economics of The National Indus- 
trial Conference Board. Canada is found to be a close 

second and the United Kingdom a poor third. 

In terms of percentages of expenditures covered 
by current revenue collections, the United States is 
still behind both Canada and the United Kingdom, 
although the imposition of additional taxes to yield 
$12 billion during the current fiscal year, as recom- 
mended by the Secretary of the Treasury, would place 
the United States somewhat ahead of Canada but 
would leave this country a little behind the United 
Kingdom. 


Other findings of the Board are: 
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The United Kingdom to date has had higher total 
revenues per capita, all types of taxing units included, 
than the United States, but the imposition of addi- 
tional federal taxes to yield $12 billion more in the 
fiscal year ending June 30, 1944, as recommended by 
Secretary Morgenthau, probably would reverse this 
relationship. Canadian revenues per capita have ap- 
proximated those of the United States, but present 
proposals do not contemplate increasing Canadian 
revenues to the levels proposed for the United States. 


For 1940 through 1942 the United Kingdom had 
the highest expenditures per capita for all levels of 
government, but these were exceeded by those of the 
United States in the year ended March 31, 1943. Ex- 
penditures per capita in the United States exceeded 
those of Canada each year, 1940 through 1943. 


Whether serious inflation will develop in the United 
States depends, according to the Board’s analysis, 
“upon a great many factors, including the effectiveness 
of price control and rationing programs. But govern- 
ment, by increasing its revenues as a percentage of its 
expenditures, reduces the extent to which its spending 
contributes to inflation. Moreover, by reducing pur- 
chasing power, or potential demand for consumer 
goods and services, through higher taxes, the admin- 
istrative difficulties of price control and rationing 
boards are eased. From this point of view, Canada 
has a far better record than the United Kingdom and 
both have had better success than the United States. 


“For the fiscal years 1940, 1941, and 1942, revenue 
as a percentage of expenditure in Canada amounted to 
80.4%, 67.4%, and 76.7%, respectively. In the same 
period the British ratios were 58.0%, 36.4%, and 
43.4%. In 1943 the Canadian ratio fell to 43.7% while 
that of the United Kingdom rose to 48.1%. Current 
British proposals in the United Kingdom would raise 
this to 50.5% for the fiscal year 1944. The ratios for 
the United States are lower than those for Canada in 
all four years, although during two of the years we 
were not actively engaged in war. In comparison with 
those of the United Kingdom, United States ratios are 
somewhat higher only for the period in which the 
United Kingdom was engaged in the war and we 
were not. 


“The United States ratio for the fiscal year 1944 
would be 35.1% upon the basis of present tax laws 
and 46.1% if Congress enacts taxes sufficient to raise 
the $12 billion which the administration has requested, 
at which point, the United States would have a ratio 
somewhat in excess of that for Canada in 1943 and 
somewhat less than that for Great Britain for the years 


1943 and 1944.” 
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The Next War Bond Drive 


Secretary of the Treasury Henry 
Morgenthau, Jr., has announced that 
the goal set for the Third War Loan 
Drive, starting September 9, will be 
$15 billion. 

Mr. Morgenthau said that the entire 
$15 billion will be sold to individual 
investors, corporations, insurance companies and other 
non-banking sources. 

“This goal and the Third War Loan program,” he 
said, “was determined by Treasury officials after re- 
ceiving recommendations from chairmen of the State 
War Finance Committees, and officials of the Federal 
Reserve System and the American Bankers Associa- 
tion. Getting this amount of money will be a huge 
task, and will represent the largest financing program 
in the history of the world. 

“The job of raising this $15 billion,” he said, “will 
be handled by War Finance Committees of each state, 
and the bonds will be sold largely by hundreds of 
thousands of patriotic volunteer salesmen, who already 
have made plans to concentrate on house-to-house 
selling, since a major consideration is increasing the 
number of people who are buying War Bonds.” 

The securities to be offered in the Third War Loan, 
it was pointed out, will be essentially the same types 
as those sold in the Second War Loan. 

The securities to be sold under the direction of the 
War Finance Committees will consist of: 





Series E Savings Bonds 
Series F and G Savings Bonds 
Series C Savings Notes 
214% Bonds of 1964-69 
2% Bonds of 1951-53 
6. 7% Certificates of Indebtedness 

The 2%4% Bond will be dated September 15, 1943, 
due December 15, 1969, callable December 15, 1964, 
and will be issued in coupon or registered form at the 
option of the buyers in denominations from $500 to 
$1,000,000. Commercial banks, which are defined for 
this purpose as banks accepting demand deposits, will 
not be permitted to own these Bonds until Septem- 
ber 15, 1953. 

The 2% Bond will be dated September 15, 1943, 
due September 15, 1953, callable September 15, 1951, 
and will be issued in coupon or registered form at the 
option of the buyers in denominations from $500 
to $1,000,000. 

The %% Certificates of Indebtedness will be dated 
September 15, 1943, due September 1, 1944, and will 
be issued in denominations of $1,000 to $1,000,000, and 


in coupon form only. 
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None of these securities will be available for sub- 
scription by commercial banks for their own account 
during the period of the Drive. However, shortly 
after the Drive terminates, a 2 per cent Bond and a 
7% per cent Certificate of Indebtedness will be offered 
for subscription by commercial banks for their own 
account. In order to confine all sales in the Drive to 
non-banking sources, the Treasury will request com- 
mercial banks not to buy in the market, and will 
request the market not to trade in, either of these 
securities offered in the Drive until the books for 
bank subscriptions are closed. 


To avoid unnecessary transfers of funds from one 
locality to another, the Treasury would prefer to have 
all subscriptions by corporations and firms entered 
and paid for through the banking institutions where 
the funds are located. 


Tax Chips 
(Continued from page 418) 

A client purchased certain annuity contracts and 
subsequently made a gift of them. At the time of 
the gift there were no comparable contracts being sold 
by insurance companies. Can a value of hypothetical 
contracts be used for the purpose of evaluating the gift? 


No. The value of the contracts should be deter- 
mined on the basis of the interpolated terminal reserve 
at the date of the gift and not upon the basis of a 
valuation of hypothetical contracts. The interpolated 
terminal reserve “is the reserve which the insurance 
company enters on its books against its liability on 
the contracts. It is, in fact, the insurer’s valuation of 
the contract. The word ‘interpolated’ simply indicates 
adjustment of the reserve to the specific date in 
question.” 


Decedent, during his lifetime, asked two second 
cousins to leave their home and to maintain his home. 
This they did. In his will, he provided that the two 
cousins should each receive fifty shares of certain 
stock as compensation for their “kindnesses and serv- 
ices” in making his home and caring for him during 
the last years of his life. Figured on a weekly basis, 
the legacies amounted to compensation of about $12.50 
per week. The state chancery court held that the 
legacies were supported entirely by a valuable con- 
sideration. Is the state courts decision binding upon 
Federal courts? 


Yes. The decree of the state court is binding upon 
the Federal tribunals in proceedings to determine the 
deductibility of the legacies for Federal estate tax pur- 
poses and that, as a result, the legacies were deductible. 
43-1 ustc J 10,040. 
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The Shoptalkers 

“Corporations are one type of taxpayers, and indi- 
viduals are another,” began the Kid. “If excess profits 
taxes are good enough for one, why not for the other?” 

“Seems to me I remember you bringing up that point 
some months ago,” said Oldtimer. “Have you been 
stewing over it ever since?” 

“Tn a way, yes,” admitted the Kid. “What puzzles 
me is that it seems such a perfectly sound and logical 
solution that . . . well, nothing is being done about 
it so there must be a bug in it, somewhere.” 

“Sure there is!” exclaimed Dash. “Trouble with it 
is, it is too simple, makes too much sense.” 

“How would you determine excess profits for an 
individual, anyway ?” Philo wanted to know. “What’s 
your base?” 

“Oh, invested capital or average earnings, same as 
corporations,” thought the Kid. “Provide a reason- 
able exemption, and grab the bulk of the excess, for 
the duration.” 

“Will you stop using that expression: ‘the duration’,” 
pleaded Philo. “Somehow it merely conveys the idea 
of ‘unpleasant interlude’—like having the measles, or 
something. And the truth of the matter, of course, is that 
we've got to kill a lot of people, knock down the rest of 
them, and sit on them. A messy, long and serious job!” 

“OQ. K.” agreed the Kid, “ ‘the duration’ has come to 
be a light-minded expression ; I am with you on that. 
3ut now let’s have an individual excess profits tax, to 
pay what’s got to be paid for.” 

“With it you’d accomplish a ceiling on earnings, 
too,” injected Law, “and in a ‘cleaner’ way than via 
any arbitrary dicta.” 

“Makes good sense to me all around,” conceded Old- 
timer. “I have long advocated an individual excess 
profits tax, and I am still rooting for it.” 
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“Another thing that ought to be done,” said the 
Kid, “is to provide some sort of stamp system in 
connection with the Victory tax—optional perhaps, 
but 


“A device to put the Victory tax on a pay-as-you-go 
basis, from week to week, is that it?” concluded Dash. 

“Yes, and a darn good thing it’d be,” assured the 
Kid. “You know, getting around on some regular, 
monthly audit assignments I’ve found a number of 
small employers whose working capital was the Vic- 
tory tax fund, more or less . . .” 

“And when they had to send it along to the Collector 
at the end of the quarter, it hurt!” suggested Law. 


“Vou bet it did,” affirmed the Kid. 


“An indefensible way of financing a business,” ob- 
served Philo. “Why, that money is held in trust for 
Uncle Sam .. .” 


“We know all that,” waived the Kid, “and the Col- 
lector got the dough all right. But that isn’t the 
point; let’s look at practicalities for once. Here’s a 
little business man getting into difficulties because he 
is good enough to serve as deputy collector; everything 
else being equal, anything that can be done to make 
it easy for him, should be done.” 


“All you propose,” said Philo, “is to remove the 
temptation to use some of the Victory tax collections 
in the business, by having the employer buy some 
stamps each pay day—pasting them up in a book for 
each employee, I suppose.” 


“That’s it,” affirmed the Kid. “Social security never 
amounted to an awful lot in dollars and cents, so there 
was always a way out of that, at the end of the quarter ; 


but the Victory tax runs up to a tidy little sum, if you 
have a handful of employees.” 
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“Sounds to me like you are making some extra 
work,” said Dash, “and the little business man cer- 
tainly won’t go for that.” 

“That’s not what I’ve found, from the ones I’ve 
spoken to,” retorted the Kid. “They’d sooner, and 
willingly, go through a few extra motions, to make 
sure that they don’t dissipate Uncle Sam’s kitty, while 
in their custody.” 

“Well, of course, if that’s what they want .. .” 
hesitated Dash. 

“Here’s a letter from one of them—J. B. Claff of 
New York—suggesting some sort of stamp plan,” an- 
nounced the Kid. “Claims the end of the quarter 
would be less of a jar to him, with a pay-go basis for 
Victory tax.” 

“A separate bank account,” began Philo 

“That’s out,” asserted Oldtimer. “No bank wants 
to bother with a low-balance clearance account like that 
without a service charge, and you can’t blame them.” 

“Can’t he keep his books so as to show a separate 
fund for Victory tax collections?” tried Philo. 

“It’s easy to hear that you don’t get out and meet 
these guys and listen to their problems,” cried the 
Kid. “Theoretically, yes; practically, the answer is 
‘no.’ The little business man is not in business to keep 
books, understands nothing about it, is having an 
awful time keeping even the most elementary things 
straight—and he doesn’t know a fund from a hole 
in the ground. He is only a taxpayer!” 

“What’s to stop him from buying War Stamps each 
pay day, for the Victory tax withheld?” asked Oldtimer. 
“There’s still plenty of those to be had, you know.” 

“Holy mackerel!” exclaimed the Kid. “There’s the 
answer, right under my nose! Kick me, somebody, 
so I wake up!” 
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Recent Estate Tax Cases 


Powers of appointment . The Supreme Court 
has granted certiorari in Com. v. Est. of Rogers, where- 
in the members of the Circuit Court of Appeals agreed 
that certain property over which the decedent had 
exercised a power of appointment should be included 
in his estate even though some of the property passed 
to persons who would have taken it if the power had 
not been exercised. Although in agreement as to tax- 
ability, each judge had his own reasons for so holding. 


Liability of insurance beneficiary for contribution 
toward tax It being found that the insurance 
beneficiary could be required to pay a proportionate 
part of the Federal estate taxes on decedent’s estate, 
the proportionate part was determined by dividing 
the taxable insurance by the decedent’s net estate after 
exemptions.—Va. Supreme Ct. 
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Claims against the estate—Claim not ascertainable 
when return filed . . . Where decedent’s represent- 
ative, when filing decedent’s estate tax return, reserved 
right to claim deduction on account of claim resulting 
from decedent’s endorsement of notes at such time 
as the amount of the claim was determined, he was 
entitled to take the deduction and obtain a refund 
when the amount of the claim was ascertained.—DC 


Ind. 


Bequest of residue to charity—Effect of estate taxes 
on amount of deduction—Claims for refund — 
Whether timely filed . . . Since California, like most 
other states, causes Federal estate taxes to be paid 
out of the general estate, the deduction on account of 
a bequest of residue to charity must be reduced on 
account of the Federal estate tax. The reservation 
of a right to file a claim for refund on account of ex- 
penses not yet incurred does not present the running 
of the statute of limitations ——CCA-9. 


Charitable bequests—Special care for graduate 
nurses who are patients of a hospital . Bequest 
of remainder interests to Presbyterian Hospital in the 
City of New York, a corporation organized and oper- 
ated exclusively for charitable purposes, for special 
care for graduate nurses who are patients of the hos- 
pital, was deductible as a charitable bequest.—TC. 


Loan to husband by wife from her own funds—Real 
estate valuation . . . A claim by wife for money 
loaned to her husband from her own funds was de- 
ductible from decedent’s gross estate. In valuing real 
estate, the value placed on it by the government, in 
leasing the property, was merely part of the evidence 
considered and was not controlling —TC. 


Reciprocal trusts—Proof Evidence showed 
separateness of purpose and action in the making of 
two trusts by decedents, husband and wife. The fact 
that they were executed at about the same time, were 
of about equal size and had similar provisions was not 
of itself sufficient to make the trusts reciprocal, and 
the corpus of the trusts could not be included in the 
respective decedents’ estates.—TC. 


Transfer conditioned on survivorship . . . Where 
an irrevocable trust provides that, upon the death of 
the life beneficiary, the income should be paid to the 
trustor for life, and the trustor dies first, the value 
of the reversionary interest is includible in his gross 
estate —TC. 


Charitable deductions—Request subject to condi- 
tions There was no charitable transfer where 
decedent said it was his desire that a certain transfer 
should be made but conditioned any such transfer 
upon the needs of his wife, such needs to be deter- 
mined by her.—TC. 
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Insurance taken out for benefit of partnership—Pre- 
miums paid by partnership . . . The partnership, of 
which decedent was a member, took out insurance on 
his life, paid the premiums and was named beneficiary. 
Decedent’s interest in the partnership was includible 
in the gross estate and the proceeds from the policies 
on which the partnership paid the premiums were not 
subject to the $40,000 insurance exclusion. The value 
of decedent’s interest in the partnership included the 
value of certain stock held by the partnership. Dece- 
dent’s estate was not entitled to a deduction on account 
of a claim which though paid out of his estate could 
be recovered from another member of the partnership. 


—TC. 


Recent Gift Tax Cases 

Transfer of insurance with possibility of reverter 
retained—Whether gift in trust of future interests 
... Taxpayer named his wife beneficiary under cer- 
tain policies of insurance but retained a possibility of 
reverter. The payment of the premiums on the policy 
constituted gifts to the wife in the amount of the pre- 
miums less the value of decedent’s possibility of re- 
verter. Furthermore, despite an agreement to deliver 
to a trustee the proceeds payable at taxpayer’s death, 


the gifts were neither in trust nor of future interests. 
—DC Mass. 


Settlement with divorced wife . . . A trust created 
as part of a settlement between taxpayer and his di- 
vorced wife is based on adequate consideration and 
there is no gift tax liability —TC. 

Deficiency notices—Jurisdiction of Tax Court— 
Present v. future interests—Valuation of gift of in- 
come — Several gifts to one donee— Number of 
exclusions . . . The Tax Court can entertain petitions 
for redetermination of deficiency even though the 
Commissioner does not himself sign the notice of defi- 
ciency and even though he asserts additional deficien- 
cies in his answer before the Tax Court. The Tax 
Court, having determined its jurisdiction, determined 
that some of the gifts made by the donor were present 
interests, that others were future interests, that one 
can claim only one exclusion for a donee for a given 
year, and that fixed term annuity tables should be used 
to value interests in income which are to terminate on 
a future date when the beneficiary will receive the 
trust corpus.—TC. 


Present v. future interests—Donee liability . . . 
Gifts of insurance policies in trust and the payment of 
premiums on such policies were gifts of future inter- 
ests, the beneficiaries not having immediately ascer- 
tainable interests. The beneficiaries and trustees were 
properly liable where deficiency was assessed against 
them within one year after termination of donor’s 
liability —TC. 

(Continued on page 466) 
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Appellate and Lower Courts 


Taxation of U. S. shareholders: Foreign persona] holding 
company.—Taxpayers, residents of the U. S., should have re- 
ported their respective shares of the undistributed Supplement 
P net income of a foreign personal holding company in which 
they were interested, despite the fact that the exchange control 
laws of Colombia, South America, in which the personal hold- 
ing company was located, restricted the transfer of funds 
abroad, Sec. 337, 1936 Act being applicable, and the cause is 
remanded to determine the appropriate measure of valuation 
between the undistributed Colombian peso and the dollar.— 
CCA-2, Phanor J. Eder, Violet L. Eder and James P. Eder, Peti- 
tioners, v. Commissioner of Internal Revenue, Respondent. 43-2 
ustc J 9519. 


When gross income reported: Advance payment of exec- 
utor’s commissions.—Where taxpayer received advance pay- 
ments on his commissions from an estate of which he was one 
of the co-executors and included those commissions in the years 
in which he received them, and where his accounts were subse- 
quently approved and an allowance made by the Surrogate 
Court of commissions remaining unpaid, he cannot, in order to 
secure a tax advantage, contend that the advance payments 
were illegal and that the entire commissions should be treated 
as personal income only in the year in which the decree settling 
his accounts was entered—CCA-2, William K. Jacobs, Jr., 
Plaintiff-A ppellant, v. Jane M. Hoey, as Executrix of the Estate of 
James J. Hoey, deceased, Defendant-A ppellee. 43-2 ustc J 9512. 


Credits: Corporations: Contracts restricting payment of divi- 
dends.—Taxpayer was prohibited by the terms of a trust in- 
denture executed to secure a 15-year mortgage from paying 
dividends on its outstanding stock when such payment would 
reduce its “net current assets” below $1,000,000. “Net current 
assets” constituted the excess value of current assets over the 
amount of current liabilities as defined in the trust indenture. 
The Court holds that taxpayer is not entitled to a dividends 
paid credit under the terms of Sec. 26(c)(1), 1936 Act, because 
it was possible, even under the trust indenture, for taxpayer to 
pay dividends by the issuance of unsecured obligations matur- 
ing after the maturity of the bonds.—CCA-2, Commissioner of 
Internal Revenue, Petitioner, v. Oswego Falls Corporation, Re- 
spondent. 43-2 ustc J 9509. 


Undistributed subchapter A net income: Assumption of in- 
debtedness.—Taxpayer, which in 1936 completely liquidated 
and dissolved a subsidiary (a Newfoundland corporation), and 
assumed the balance due on an indebtedness (represented by a 
note) incurred by such subsidiary prior to January 1, 1934, is 
not entitled, by reason of a payment on the note in 1937, toa 
deduction in computing its undistributed adjusted net income 
for the purpose of the personal holding company surtax be- 
cause the taxpayer and its subsidiary were separate entities 
and taxpayer prior to 1934 did not owe the debt in question.— 
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CCA-3, The Raritan Company of Delaware, Inc., Petitioner, v. 
Commissioner of Internal Revenue. 43-1 ustc J 9507. 

Individual returns: Community v. separate property.— 
Where taxpayers had entered into an “agency contract and 
trust” with reference to their separately owned lands, such con- 
tract, while creating a partnership between the parties, did not 
destroy the separate character of the lands so that oil royalty 
and bonus income received on account of leases made by the 
agent or trustee still constitutes separate rather than com- 
munity property. (One partial dissent.) —CCA-5, Dolores Cravb, 
Madeline Welder Smith, Elizabeth IWVood, Estate of James F. 
Welder, Jr., Deceased, C. K. McCan, W’. B. Callan, and Roger 
Fleming, Independent Executors, Petitioners, v. Commissioner of 
Internal Revenue, Respondent. 43-2 ustc § 9518. 


When deductions and credits taken: Reserve for future con- 
tingent claims.—Reserve set up for future contingent liabilities 
is not deductible by a taxpayer on the accrual basis; its liability 
for unpaid expenses must be fixed and absolute in order to 
render them deductible in the taxable year—CCA-5, The David 
J. Joseph Company, Transferee of David J. Joseph, Inc., Pett- 
tioner, v. Commissioner of Internal Revenue, Respondent. 43-1 
ustTc J 9496. 


Gross income: Surrender of premises by lessee resulted in 
income to lessor.—The fair market value of a building erected 
by the lessee was income to the taxpayer in 1933 when she re- 
ceived a surrender of the premises and took over complete 
possession of the building, and was not income to her in 1934 
when the formal written surrender of the lease was executed.— 
CCA-6, Commissioner of Internal Revenue, Petitioner, v. Estate 
of Kate H. Alexander, Deceased, Security Trust Company, James 
H. Alexander, and Alexander J. Alexander, Executors, Respond- 
ents. 43-1 ustc § 9502. 


Recognition of gain or loss: Interest on condemnation award. 
—Where a just compensation for a portion of taxpayer’s prop- 
erty which was condemned by the City of Detroit was fixed by 
a jury and upon its confirmation by the court constituted a 
judgment, the interest on the judgment which the City was 
required to pay as prescribed by the laws of Michigan was 
merely a form of income and taxable accordingly.—CCA-6, 
Commissioner of Internal Revenue, Petitioner, v. Edith Henry 
Barbour, Respondent. 43-1 ustc J 9497. 


Gross income: Acquisition or disposition by corporation of 
its own capital stock.—When a corporation buys its own stock, 
holds it in its treasury as an asset, and later sells it at a profit, 
such gain is taxable income, the fact that such purchase was 
made for resale to employees being immaterial —CCA-8, United 
States of America, Appellant, v. Stern Brothers & Co., Appellee. 
43-1 ustc J 9500. 


Exempt corporations: Cooperative buying organization v. 
business league.—The taxpayer was a cooperative buying or- 
ganization and not an exempt “business league” where it regu- 
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larly carries on business of a kind ordinarily conducted for 
profit, such as the furnishing of credit information, the supply- 
ing of apartment shopping service, purchasing for members at 
a discount, and similar activities —CCA-9, Apartment Operators 
Association, a corporation, Petitioner, v. Commissioner of Internal 
Revenue, Respondent. 43-1 ustc J 9504. 


Definitions: Association taxable as a corporation: Taxa- 
bility after dissolution.—A group of individuals which collec- 
tively purchased a tract of oil land is an association and not a 
partnership, where the enterprise was conducted by a central 
management, the title to the property was held in one name, 
and the participating interests were divisible and assignable. 
But, after the trust was dissolved and the beneficiaries con- 
veyed their interests to an agent, income realized by such 
agent was not taxable to the association —CCA-9, Helm and 
Smith Syndicate, Petitioner, v. Commissioner of Internal Revenue, 
Respondent. 43-1 ustc J 9505. 


Allocation of income and deductions: Consolidation of ac- 
counts.—Where taxpayers conducted their joint business by 
the use of a partnership and a corporation, and the accounts 
thereof were consolidated by Commissioner, a claim for refund 
on account of the assessment of additional excise taxes against 
the partnership, so that its profit was reduced, must be made 
on the basis of the consolidated accounts for the years in ques- 
tion, the corporation being used as the “tax computing unit”, 
and not on the basis of the individual returns —DC. ND. 
CALIF., John A. Lesoine, Florence M. Lesoine, Luis J. Marcus, 
Sylvia S. Marcus, Plaintiffs, v. United States of America, De- 
fendant. 43-2 ustc J 9510. 


Refunds and credits: Untimely claim filed by trustee in 
bankruptcy.—Action cannot be maintained for recovery of 
alleged overpaid taxes by a trustee in bankruptcy who failed 
to file a claim for refund prior to the expiration of the period 
provided for the filing of such claims by Sec. 322(b)(1), 1936 
Act. The intervening adjudication in bankruptcy did not serve 
to extend the period in which the claim for refund had to be 
filed—DC. SD. CALIF., E. A. Lynch, as trustee of the estate of 
American Realty and Development Company, a corporation bank- 
rupt, Plaintiff, v. Nat Rogan, individually, and as Collector of 
Internal Revenue for the Sixth District of the State of California, 
Defendant. 43-2 ustc J 9516. 


Property subject to lien: State v. federal government.— 
Action to recover income taxes for the years 1936 to 1939, in- 
clusive, from a tax-debtor who is incarcerated in the federal 
penitentiary at Atlanta, Georgia, by attachment of funds and 
properties belonging to him which are in the possession of a 
third person. The State and the Department of Highways also 
had an action pending against the tax-debtor for a recovery of 
amounts of which it was alleged to have been defrauded in a 
sale of highway trucks, but neglected to take any further action 
to collect thereunder. The Court holds that it has jurisdiction 
of the proceeding, that the State and the Department of High- 
ways have a prior lien against the funds which existed and were 
in the possession of the third person when the proceeding was 
commenced for recovery of the amounts obtained by fraud and 
that it has power and jurisdiction to deal with the remainder of 
tax-debtor’s funds in the hands of the receiver after a trial on 
the merits —DC. WD. LA., United States of America v. W. C. 
Feazel, Richard W’. Leche, Mrs. Elton R. Leche, the State of Louis- 
tana and Department of Highways, and the Board of Supervisors 
for the Louisiana State University and Agricultural & Mechanics 
College. 43-1 ustc § 9499. 


Deductions: Bad debts: Contribution to guaranty fund.— 
Where taxpayer contributed to a guaranty fund to enable one 
of the large banking institutions operating in its vicinity to 
weather the financial depression of 1931, it should have been 
permitted to claim a bad debt deduction in the amount of its 
contribution to the guaranty fund in the year (1935) in which 
it was finally determined that the holders of the guaranty fund 
certificates did not have priority over the depositors and when 
the guaranteed bank was declared to be insolvent, despite the 
fact that the guaranty had been erroneously deducted in a pre- 
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vious year. (1933) since no tax benefit resulted from such er- 
roneous deduction—DC. MD., Fidelity & Deposit Company of 
Maryland v. M. Hampton Magruder, Collector of Internal Reve- 
nue for the District of Maryland. 43-2 ustc J 9515. 


Dividends paid credit: Distributions out of earnings and 
profits—In 1927, when both a capital deficit and an earned 
surplus deficit existed, the corporate taxpayer exchanged four 
new preferred shares for one old preferred share and in consid- 
eration of the waiver of dividends on its old share added one 
new preferred share. In 1934 when it had a capital deficit only, 
it issued % of a preferred share plus a small amount of cash 
in full satisfaction of the dividend arrears on the new preferred 
shares. The Court holds that such distributions were not out 
of earnings and profits and could not give rise to a dividends 
paid credit under Sec. 27, 1936 Act—DC. MASS., Van Norman 
Machine Tool Company v. William M. Welch, Former Collector 
of Internal Revenue. Van Norman Machine Tool Company v. 
Thomas B. Hassett, Acting Collector of Internal Revenue. 43-1 
ustc J 9506. 


Deductions: Expenses of defending title to stock.—Under 
Code Sec. 23(a)(2), as made applicable to the 1936 Act by Sec. 
121(e), 1942 Act, taxpayer is entitled to deduct expenses in- 
curred in 1936 and 1937 in defending the validity of the sale to 
her of certain stock by the trustees of a trust established under 
the will of a relative, with whom taxpayer had been engaged in 
business.—DC. ED. S. CAR., Mrs. S. W. C. Lumpkin, Plaintiff, 
v. Wm. P. Bowers, Collector of Internal Revenue for the State of 
South Carolina, Defendant. 43-2 ustc J 9514. 


Deductions: Expenses: Subscription to guaranty fund.— 
In 1931, taxpayer, together with other businesses in its com- 
munity, subscribed to a guaranty fund in order to prevent the 
failure of one of the large local banks and to enable another of 
the local banks to take over its assets and liquidate them in an 
orderly manner. Taxpayer was not a depositor or customer of 
the embarrassed bank but had large deposits in two other local 
banks, owned stock in local corporations and held real estate 
in the vicinity and it subscribed to the guaranty fund in order 
to protect its various investments. On October 5, 1932, it was 
determined that the assets of the embarrassed bank were in- 
sufficient to satisfy the lien of the bank which had undertaken 
its liquidation and it was placed in receivership. The Court 
holds that taxpayer’s contribution to the guaranty fund was an 
ordinary and necessary business expense within the meaning of 
Sec. 23(a), 1936 Act, and was properly deductible in the year 
in which it became evident that there would be no recovery 
thereof—DC. ED. VA., Virginia Engineering Company, Incor- 
porated, Petitioner v. United States of America, Defendant. 43-1 
ustc J 9495. 

(Continued on page 461) 
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Section 722 Internal Revenue Code 
(Continued from page 436) 














“(B) sporadic and intermittent periods of high production 
and profits, and such periods are inadequately repre- 
sented in the base period.” 














The first subsection refers to a profits cycle differing 
from the general business cycle. 








In reliance upon what 
[ have been able to understand of the discussion of 
this Section by economists whose advice I have sought, 
the test laid down is not properly phrased. The fact 
is, while an industry profits cycle may or may not 
differ in length from the general business cycle, it will 
almost invariably be found to differ in amplitude from 
a general business cycle. There is a marked variation 
in amplitude in the comparison of any business and 
profits cycle. The profits swing is always the more 
violent—the peaks are higher and the valleys lower. 
Although, as will be shown, the presently available 
data is open to objection that it does not meet the 
statutory requirements, it does serve to establish my 
primary point that the amplitudes, of profits and busi- 
ness cycles will always vary. With the permission of 
The Herald-Tribune Company and The National City 
Bank there has been prepared a chart showing The 
Herald-Tribune Weekly Index of General Business 
and The National City Bank Index of Corporate Earn- 
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ings. A copy of this marked chart A appears on page 
436. What Congress no doubt intended was that 
there should be a comparison of the profits cycle of the 
industry with the general business profits cycle, but 
this is not what the Statute provides and since the 
comparison will almost always show the variation in 
amplitude, the real test will lie in a comparison of 
cycle lengths. 

It will be noted that the statutory measuring rod is 
the general business cycle. I have been informed that 
most of the generally publicized indexes are predomi- 
nantly influenced by production components. The 
Herald-Tribune Weekly Index appears to be an excep- 
tion, but in the opinion of some economists who have 
discussed this matter, it is heavily overweighted as to 
financial components. Mr. Norman Merriman in his 
study of the business cycle and profits cycle provisions 
of Section 722 has indicated that in his opinion the 
formation of a really satisfactory index of general 
business would show a closer correlation with the 
United States Department of Commerce Index oi 
Income Payments than it would with an index of pro- 
duction. Mr. Merriman’s observations are graphically 
shown in Chart B. It was also his opinion, and that 
of others with whom I have talked, that indexes based 
primarily upon production would have to be adjusted 
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to reflect weightings for distribution and consumption 
before they could be fairly said to be indicative of gen- 
eral business trends. This factor was fully recognized 
by the Board of Governors of the Federal Reserve 
System and in the September 1940 Federal Reserve 
Sulletin the caution was voiced that: 


“In making use of the index of industrial production its 
definite and limited scope should be recognized and it should 
not be considered a measure of general business activity.” 


From the discussions I have had with individuals 
skilled in this economic and statistical field I have 
come to the conclusion that industry profits cycles 
can be charted with a considerable degree of provable 
accuracy. Further, such industry cycle movements 
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can be overlaid on general business cycles, however 
the latter are plotted. As previously noted in prac- 
tically all instances the amplitude will materially vary, 
so that the really determinative factor will be the 
comparison of the /engths of the industry profits cycle 
and the general business cycle. 


I was further told that by and large, no matter how 
computed, the general business cycle followed well 
defined lines. To illustrate, I have had a half dozen of 
the accepted business, production, etc., indexes fac- 
tored to the 1935-1939 norm of the Federal Reserve 
Board Index of Industrial Production and a compari- 
son of the results, shown in Chart C. It will be noted 
that though there are some rather wide differences 
between these indexes, nevertheless, all of them follow 
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give a fair indication of business cycle movements 
during the base period years. 


While there can no doubt be worked out some sat- 
isfactory “General Business Cycle” data, as yet the 
Treasury Department has not indicated any decision 
as to its selection of the measuring rod. I have also 
checked with preliminary computations and found 
that the profits cycles of a number of industries do 
differ from the cycle suggested by the composite of 
indexes just described. To illustrate the type of com- 
parison which may have to be made refer to Chart D, 
a comparison of an industry and general business 
cycle. The source of the basic data of both cycles 





























poftrayed on this chart may well be incomplete and 
pretty well the same general trends and combine to 
fail to meet statutory requirements, but the chart will 
serve to illustrate the procedure we will have to go 
through to meet Section 722 (3) (1) requirements. 


The most constructive suggestion which can be 
made in connection with this subdivision of subsection 
3 of Section 722 is that industry cycle movements of 
profits be established by taxpayers in the several 
industries from source material with which statisticians 
and economists are entirely familiar. It would seem 
that this subdivision of the subsection will have to be 
investigated under the guidance of statisticians and 
economists and relief obtained through expert testi- 
mony type of proof. 
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Subdivision 2 of Subsection 3 


The second subdivision of subsection 3 concerns 
itself with taxpayers who were members of industries 
in which there are sporadic and intermittent periods 
of production and profits and such periods are not 
found adequately represented in the years 1936 to 
1939 inclusive. The Senate Finance Committee Re- 
port gives, as an illustration of this, the industry en- 
gaged in the preparation and canning of fruit, which is 


ANNUAL RATE OF 





dependent for profits upon the size of the pack and 
market price obtainable. Not a great deal of elabora- 
tion is needed to develop the thought which lies behind 
this statutory provision. It is obvious that the pattern 
of profits experience of a particular industry may not 
coincide with that generally experienced by business— 
an experience the Senate Finance Committee charac- 
terized as one of “moderate prosperity” during the 
years 1936 to 1939. Proof of the abnormality would 
seem to be merely a matter of assembling industry 
statistics and showing tremendous fluctuations which 
over a more reasonable span than the short four year 
base period would demonstrate a normal earnings level 
higher than the average base period earnings level. -In 
my own experience I have found that certain spe- 
cialized construction and manufacturing industries ex- 
hibit the wide fluctuation in earnings of the nature 
described by this subsection and have found that the 
base period of 1936 to 1939 did not contain an average 
number of peak years. 


It would seem that both of the subdivisions of this 
subsection pose a more difficult problem in the selec- 
tion of a normal earnings period than they do in their 
requirements as to proof of the abnormality itself. A 
true reconstruction of a normal earnings will seldom 
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be achieved by a mere substitution of the earnings of 
some other four years for those of 1936 to 1939. 


Businesses seldom stand still, and unless compensa- 
tion is made for changes in size, the substitution of 
some alternative four years earnings experience for 
the base period earnings experience will not achieve 
the desired result of construction a proper and normal 
base period earnings for the taxpayer as it actually 
existed from 1936 to 1939. Adjustment, of course, is 


made for growth and decline in size after the base 
period, and it may be that some similar adjustment (of 
eight per cent of increase or six per cent of decrease 
in invested capital) would have to be made for years 
antedating the base period before actual industry and 
taxpayer statistics of a normal period could be used 
to construct the average earnings authorized under 
this subsection of Section 722. 


Again, capital growth may not be present but changes 
in the art or science may have occurred so that normal 
earnings on volume of business widely differs in the 
1936-1939 period from the ratio of earnings to sales 
during another and more normal volume of sales 
period. One solution in this situation might lie in 
the substitution, in lieu of actual dollars of income 
experience during some normal business period for the 
dollars earnings of 1936 to 1939, of amounts deter- 
mined in the light of 1936 to 1939 percentage ratios of 
earnings to sales, but reconstructing the sales volume. 

Again, as with the first subdivision of this subsec- 
tion, I think that the analysis of actual industry and 
taxpayer experience; the factoring of business and 
profits experience for normal industry and taxpayer 
growth, are matters peculiarly within the statistician’s 
field. We, as lawyers, may well look to them for pri- 
(Continued on page 462) 
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Possibilities for Excess Profits Tax Relief 

(Continued from page 443) 
interrupted during the base period because the mari- 
time strike made it impossible for the corporation to 
obtain certain raw materials. 

The computation of constructive base period income 
under Subsection (b)(1) is relatively simple. The 
corporation must establish what it would have earned 
during the period of interruption if the event had not 
occurred. One method of establishing what the com- 
pany would have earned is to refer to other periods 
in the company’s experience where business condi- 
tions can be shown to have been comparable. An- 
other possibility would be to show the actual experience 
of the company during the same period with a similar 
product the production of which was not interrupted. 
On the other hand, the taxpayer may build up the 
constructive income by reference to the experience of 
a comparable competitor or of an industry of which 
the taxpayer is a member. 

The regulations emphasize the fact that the con- 
structive base period income must be based upon actual 
business conditions prevailing during the period. They 
cite as an example the case of a taxpayer the produc- 
tion of which was interrupted by an explosion in 1938. 
The years other than 1938 represented normal earn- 
ings for the taxpayer, and the base period generally 
represented a normal earnings period for the industry. 
In 1938 the demand for the taxpayer’s product was 
20% below the average of the other base period years. 
The 1938 earnings must be reconstructed upon the 
basis of the reduced demand which existed in that 
year. 

After reconstructing the earnings for the individual 
years in the base period, the question arises as to 
whether the corporation may apply the so-called “75% 
rule”, which raises the lowest year to 75% of the aver- 
age of the other three, or the “growth” computation, 
which gives added weight to the earnings of the last 
half of the base period. The regulations provide that 
these methods of computation may not be-used as a 
matter of right, but may be in a “proper case”. For 
example, if a taxpayer shows a regular pattern of 
growth through the base period years after the con- 
structive income has been established, then it is pre- 
sumably a growing company and should be permitted 
to use the growth computation. On the other hand, 

where the earnings fluctuate without showing any 
regular pattern of growth but it happens that the 
earnings in the last half of the base period after cor- 
recting for the abnormal event are greater than the 
earnings for the first half, use of the growth computa- 
tion would probably be denied. 
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Section 722 (b) (2)—Depression Due to Unusual 
Temporary Economic Circumstances 
Section 722(b)(2) covers cases where the business 
of the taxpayer was depressed in the base period be- 
cause of temporary economic circumstances affecting 
either the taxpayer or its industry. Since we are here 
dealing for the first time with the “industry”, we must 
have an understanding of what is meant by that term. 
The regulations say that no exclusive definition can be 
constructed, and provide that “in general, an industry 
may be said to include a group of enterprises engaged 
in producing or marketing the same or similar prod- 
ucts or services under analogous conditions . . .” 
They continue by asserting that mere similarity of 
product and marketing methods is, however, not enough 
of itself to cause a group of enterprises to be treated 
as an industry. The regulations are replete with in- 
stances of this kind, where a general statement is made 
and then qualified in such a way that it leaves doubt 
as to its general application. As I read the regulations 
I was frequently reminded of the song from “Porgy 

and Bess” entitled “ "Taint Necessarily So.” 

The regulations do provide that “regard may be had 
to trade custom and practice in determining whether 
a group of enterprises constitutes an industry”, and 
it seems to me that this is the best general rule to 
follow. Another indication of what might be consid- 
ered an industry is the instruction sheet for Form 1120, 
which lists 197 separate business classifications, of 
which 101 are for manufacturing. The 1941 World 
Almanac lists over 300 manufacturing industries alone, 
ranging in size from linoleum, with three establish- 
ments, to bakeries, with 17,193 establishments. It is 
interesting to note that the list includes as separate 
industries such classifications as “buttons” and “oil- 
cloth”. 

In order to establish eligibility for relief under this 
subsection, the taxpayer must establish that the de- 
pression in its earnings was due to temporary and 
unusual economic circumstances affecting either the 
taxpayer or its industry. The regulations repeat the 
examples of this type of situation which were given 
in the Senate Finance Committee Report. The one 
affecting the taxpayer only is where there was loss 
of the principal customer early in the base period with 
a resulting period of depressed earnings while new 
customers were obtained. The example relating to an 
industry is where there was a ruinous price war during 
the base period. Other possible examples of situations 
which might come within the scope of this subsection 
are a contract or other conditions resulting in high 
costs or low selling price as compared with competi- 
tors or the industry in general, a temporary lull in 
demand due to style or fashion changes, loss of busi- 
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ness because of patent infringements, inability to pro- 
duce because of shortage of necessary materials, etc. 
An example within my own experience of temporary 
conditions causing a high cost of production is a case 
where it was necessary for the taxpayer to bring in 
certain materials by rail and pay an unusually high 
freight rate because the maritime strike interfered with 
its obtaining materials in the usual manner by water 
transportation. 

The regulations point out that the economic circum- 
stances causing the depression must be temporary and 
not a permanent condition of the business. They cite 
as an example a traction company the business of 
which has steadily declined because of the competition 
of busses and private cars. It is pointed out that low 
earnings in this business have become the normal 
condition, and that the increased earnings due to re- 
strictions on competitive means of transportation during 
the war period are to be considered “excess” earnings 
within the intent of the excess profits tax law. An- 
other possible example might be the button industry 
(if it may be classified as a separate industry). I do 
not know the conditions of this industry, but presume 
that it may be somewhat permanently depressed be- 
cause of the competition of zippers. A revival of in- 
come during the war period because of the restriction 
on the use of metal in zippers would presumably be 
regarded as “excess” profits. 

There are probably few businesses which can not 
show some depression in business at some time or 
other due to temporary and unusual economic circum- 
stances. The regulations call attention to the fact, 
however, that in order to obtain relief a taxpayer must 
show that such depression has been substantial and 
not offset by abnormally high income in other years 
of the base period, since some variation in costs, de- 
mand, and other business factors is to be considered 
a normal phenomenon. 

When we come to establish a constructive base 
period income under Subsection (b)(2) we are likely 
to havea more difficult problem than under Subsection 
(b) (1), since in the latter case the abnormal event will 
usually be of shorter duration and its effects can prob- 
ably be ascertained with a greater degree of certainty. 
The regulations indicate that, if the taxpayer’s indus- 
try was not depressed, the reconstruction of income 
under Subsection (b)(2) should be based upon the 
industry’s experience. In such a case it would be 
necessary to show the relation of the taxpayer’s profits 
to those of its industry in another period which can 
be shown to have been normal for both the taxpayer 
and the industry. Then, if the industry’s profits for 
the base period are known, the taxpayer’s profits can 
be reconstructed on the basis of its normal ratio to the 
industry as a whole. To make a simple example, sup- 
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pose that the business of Corporation A was depressed 
throughout the base period because it lost its sole 
customer in 1936. There was only a nominal profit 
during the years 1936 to 1939. It can be shown that 
the years 1926 to 1928 were normal for both Corpora- 
tion A and its industry. There has been very little 
change in the size of the taxpayer or of its industry 
generally since that time. During those years Corpo- 
ration A’s profits were 1% of those of the industry. 
The 1936 to 1939 average profit for the whole industry 
was $10,000,000. It might be argued that Corporation 
A is entitled to a constructive average income of 
$100,000 for the base period on the theory that its 
profits would normally be 1% of the entire industry. 
There will probably never be so simple a case, but this 
illustrates the principle which might be followed. 

On the other hand, if the entire industry is depressed, 
it is then necessary to refer either to a prior normal 
period of the taxpayer and its industry or to the base 
period experience of comparable taxpayers or indus- 
tries. For instance, under the first alternative it might 
be possible to show that 1926 to 1928 represented a 
normal period of earnings for both the taxpayer and 
its industry and, if this can be demonstrated, the tax- 
payer might be permitted to use as its average base 
period earnings the average earnings for those years. 
A possible example of the second alternative might be 
where the dairy industry was depressed during the 
base period, whereas the bakery industry was not. It 
might be shown that the bakery industry’s demand, 
costs, and other business factors are quite closely 
comparable to those of the dairy industry. In such a 
case it might be possible to establish a normal earn- 
ings level for the dairy industry and for an individual 
taxpayer in that industry by reference to the base 
period experience of the bakery industry and of com- 
parable taxpayers in that industry. 


One might think that, since the general idea of Sec- 
tion 722 seems to be to establish in abnormal situations 
a hypothetical earnings history for the years 1936 to 
1939, it would be necessary in every case to build up 
the income for those individual years and then arrive 
at anaverage. The regulations indicate, however, that 
this is not necessarily so. They say that, depending 
on circumstances, normal earnings might be recon- 
structed for each base period year or the average might 
be determined for the entire base period without recon- 
struction for separate years. This is entirely logical, 
inasmuch as the objective of Section 722 is to establish 
the normal earnings level of a taxpayer and it does not 
matter how the computation is made so long as the 
normal average level is determined. If the taxpayer’s 
business was depressed for only a short period, the 
income of that period only should presumably be re- 
constructed and used with the unreconstructed in- 
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come of the balance of the base period to determine 
the average. If, on the other hand, the business was 
depressed during all or nearly all of the base period, 
then the taxpayer would presumably be permitted to 
establish one amount as its normal average earnings 
level without necessarily referring to the years 1936 
to 1939 at all. The example of Corporation A given 
above is an illustration of such procedure. 

It might be well to call attention at this point to the 
fact that the several subsections of Section 722(b) are 
not mutually exclusive. If two or more subsections 
apply to a taxpayer’s business, both or all may be 
taken into account when reconstructing the base period 
income. 


Section 722 (b) (3)—Depression Due to Variant 
Profits Cycle or Sporadic Profits 

Section 722(b)(3) refers to cases where the tax- 
payer’s business was depressed in the base period by 
reason of industry conditions subjecting the taxpayer 
to (a) a profits cycle differing materially in length and 
amplitude from the general business cycle, or (b) 
sporadic and intermittent periods of high profits in- 
adequately represented in the base period. This is 
probably the most difficult of application of the several 
types of cases provided for in Section 722. Dealing 
largely with economics and statistics, it seems to be 
somewhat beyond the scope of the ordinary account- 
ant’s training. It has been suggested that its applica- 
tion will require primarily the services of the economist 
and the statistician as well as the accountant. Upon 
analysis, however, this provision does not appear so 
difficult as it does at first acquaintance, as I shall ex- 
plain further below. Furthermore, the attitude of the 
Treasury Department seems to be that application of 
this provision will not be based upon highly technical 
considerations. In an address recently delivered to 
the New York Society of Certified Public Accountants, 
Mr. Randolph Paul said: 

“A good many taxpayers appear to have the im- 
pression that this provision necessitates an excur- 
sion into the higher mathematics of business—cycle 
analysis. I do not believe that any such excursion 
will, as a rule, be necessary. It is my opinion that 
in such cases an ounce of common sense will carry 
more weight than a pound of statistics. It is 
not always true that ‘they do things better with 
logarithms.’ ” 

The basic difference between Subsection (b) (3) and 
those discussed above is that, whereas we have here- 
tofore been concerned with abnormal and unusual 
situations, we are now dealing with a situation where 
conditions must be shown to be ordinary and usual. 
It is important to keep in mind this basic distinction. 
The cause for relief under Subsection (b)(3) is that 
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the industry has a different normal profits cycle or 
profits fluctuation than the general average of all busi- 
ness. Furthermore, the conditions must not only be 
normal for the industry, they must also be normal for 
the individual taxpayer. 


Part (A) of Subsection (b)(3) refers to the general 
business cycle. Although, as stated above, it will prob- 
ably not be necessary to know a great deal about the 
technicalities of the business cycle, we should have a 
general understanding of what it is. The regulations 
say that no categorical definition or description can be 
given. Furthermore, they state that the term does not 
refer to any particular business index or combination 
of such indices. It is probably sufficient for our pur- 
poses to say that the general business cycle is the 
periodical up and down swing of general business 
activity and profits. There are numerous methods in 
general use for measuring these fluctuations. We 
have indices of industrial production by the Federal 
Reserve Board, Cleveland Trust Company, American 
Telephone & Telegraph Company, and Barron’s. 
Other commonly used measures are national income, 
commodity prices, department store sales, car load- 
ings, bank deposits or clearings, construction con- 
tracts, money rates, employment, and many others. 
A good all around index of general business activity 
is that published by “Business Week” magazine. This 
is a composite of 37 factors representing production, 
trade, prices, finance, and banking. 

There will probably be some cases where we shall 
have to use data regarding the general business cycle 
in the preparation of Section 722 claims, but it seems 
to me that in the great majority of cases we shall not 
need to be concerned with these statistics. I say this 
because the regulations seem to establish as a starting 
point the condition of general business, leaving for 
the taxpayer only the problem of establishing that 
its own particular business and industry did not con- 
form generally to that condition. The regulations say 
that the four years 1936 to 1939 inclusive represent a 
period of normal average earnings in the experience 
of business in general : this follows the Senate Finance 
Committee Report, which described those years as a 
period of moderate prosperity, which presumably 
means about the same thing. The regulations go on 
to provide that if, due to normal conditions in an 
industry, the period 1936 to 1939 was not a period of 
normal average earnings for the particular industry 

and taxpayer, then the profits cycle of the taxpayer 
may be considered to be different from the general 
business cycle within the intent of Subsection (b) (3). 
It is further provided that it is not necessary that the 
length of the taxpayer’s profits cycle be longer or 
shorter than four years, or that its crests and troughs 
vary from the general business cycle: it is only neces- 
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sary that the particular period 1936 to 1939 was not 
one of normal average earnings for the taxpayer and 
its industry. 

The regulations thus seem to establish as a starting 
point the fact that the condition of general business 
was “normal” during the base period, so that the tax- 
payer has only to establish the fact that it and its 
industry were below their own normal level in the 
light of their past experience. It seems to me that the 
taxpayer might ordinarily establish the latter fact 
without reference to the general business cycle at all. 
The above-quoted statement by Randolph Paul indi- 
cates that the Treasury Department will be most 
influenced by a common sense presentation, simply 
showing that the taxpayer’s profits and those of its 
industry were below their average normal level during 
the base period. Lest this sound too easy, you are 
reminded that the regulations do require the taxpayer 
to establish a “cyclical pattern” in the experience of 
the industry and the taxpayer. There is no explana- 
tion of this requirement. It presumably means that 
there must be shown to have been some more or less 
regular up and down swing of profits over a period 
of years. 

Since analysis of the taxpayer’s own history will be 
relatively easy, it appears that the big problem will 
be to show that the earnings of the taxpayer’s indus- 
try during the base period were not up to its normal 
average. Information on the industry’s history will 
have to be obtained from trade associations or any 
other available sources. 

Industry statistics will disclose large variations 
from the experience of general business. According 
to some rough computations I have made, using Treasury 
Department statistics, during the period 1936 to 1939 
the total sales of all manufacturing industries amounted 
to approximately 86% of the sales during the period 
1926 to 1929. The average rate of return (before tax) 
on sales in 1936 to 1939 was about 85% of the rate in 
the earlier period. On the other hand, the total aver- 
age sales of the lumber industry during the period 
1936 to 1939 were only about 64% of those for 1926 
to 1929; furthermore, the average rate of return on 
sales in the later period was only about 79% of that 
in the earlier. Gross receipts of the construction in- 
dustry in the later period were about 72% of those in 
the earlier, and the average rate of return in that industry 
in the later period was only about 39% of the rate 
realized in the earlier. Both the Senate Finance Com- 
mittee Report and the regulations refer specifically to 
the construction industry in general as being entitled 
to relief. The Senate Report also refers to the machine 
tool industry. This does not mean that everybody in 
these industries will be entitled to relief; it will pre- 
sumably be necessary for each individual taxpayer to 
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prove its own case and to show that the proper condi- 
tions existed in its own particular branch of the industry. 

In establishing the constructive earnings where re- 
lief is claimed under the business cycle provision, the 
normal procedure will be to refer to a prior period in 
the experience of the taxpayer and its industry. The 
regulations indicate that the constructive earnings 
may be based upon one or more prior periods, specify- 
ing only that the periods used must contain at least 
three years each. As an example of possible procedure, 
I know of a corporation in a branch of the construc- 
tion industry which has a long history of fairly regular 
profits through the year 1930. The taxpayer and its 
industry suffered serious depression in the early thir- 
ties and had continued losses through most of the base 
period. A careful study of the history of both the tax- 
payer and its industry indicates that the years 1924 
to 1927 represented a period of normal earnings. The 
taxpayer intends to claim a constructive average in- 
come on this basis. 

If there is no prior period of normal earnings avail- 
able for construction of the normal average, the tax- 
payer will have to use the average base period income 
of comparable taxpayers or industries. The regula- 
tions say that in such cases the taxpayer must estab- 
lish proper relationships based on comparative profit 
and loss statements and balance sheets. This require- 
ment presumably means that the comparison must be 
with taxpayers or industries of comparable size and 
scope of operations. 

Subsection (b)(3)(B) covers a situation where the 
taxpayer and its industry experience periods of sporadic 
profits, which periods were inadequately represented 
in the base period. This subsection applies only where 
there is no cyclical pattern of profits and where the 
high profit years are due to fortuitous circumstances 
which occur at irregular intervals. It must be shown 
that the wide fluctuations of profits are normal and 
usual for both the taxpayer and its industry. The reg- 
ulations indicate that in order to obtain relief it will 
be necessary for a taxpayer to show that its base period 
average is substantially lower than the average of 
normal periods in the history of the taxpayer and its 
industry, or than the all-time average earnings since 
the beginning of the taxpayer and its industry. 

The sporadic profits provision will presumably ap- 
ply principally to a limited group of industries con- 
nected with agriculture, fishing, etc., where the profits 
of the industry depend to a large extent on the vagaries 
of nature. The regulations and the Senate Finance 
Committee Report both give the example of the fruit 
canning industry, where good years are due to a com- 
bination of a good crop and a good market. 

In establishing a normal earnings level for this type 
of case, it may be possible to follow much the same 
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procedure as in the business cycle cases. If prior periods 
are available and they can be shown to have been 
normal in the light of all the circumstances, then the 
normal average might be based on such periods; if 
prior periods are not available, comparison may be 
made with comparable taxpayers or industries. The 
regulations indicate that in some cases the normal 
average earnings might be determined by averaging 
the earnings for all of the years in the taxpayer’s 
experience prior to 1940. This would obviously be a 
very simple method to apply, and should be used 
wherever it appears to produce an adequate result. 
The possibilities in Subsections (b) (1), (b) (2), and 
(b)(3) of Section 722, and particularly in the latter, 
lie largely beneath the surface and may easily be over- 
looked. It is suggested, therefore, that in every case 
where the base period experience appears to be sub- 
normal the history of the industry as well as the indi- 
vidual taxpayer should be carefully investigated. 


Interpretations (Continued from page 453) 
Tax Court 


Corporations in reorganization under Bankruptcy Act: 
Returns: Tax liability—On December 19, 1934, a voluntary 
petition for reorganization of petitioner was filed under section 
77B of the Bankruptcy Act. The trustee, under order of the 
court, took over and operated the business and properties of 
debtor corporation and was discharged upon termination of 
the proceedings, February 10, 1936, without having filed an 
income tax return or having paid income tax for 1935. On 
authority of Reinecke v. Gardner, 1 ustc J 309, 277 U. S. 239, 
it is held that the primary liability for the tax on income de- 
rived from the operation of such properties in 1935 was on the 
trustee and not the petitioner and that Commissioner’s assess- 
ment of a 25 per cent addition to tax under Sec. 291, 1934 Act, 
for failure to file an income tax return for 1935, was in error. 
415 South Taylor Building Corporation v. Commissioner, CCH 
Dec. 13,288. 


Partnerships: Husband and wife: Partnership not found.— 
Prior to December 15, 1932, the taxpayer was engaged as a 
sole proprietor in the business of selling shoes on a commis- 
sion basis. On December 15, 1932, taxpayer and his wife signed 
a writing wherein they purported to enter into a partnership 
for the conduct of the business, with the taxpayer to have the 
management of the business to do as he should see fit. There- 
after the business was conducted in much the same manner 
as before, with the wife as a salaried employee and the tax- 
payer reporting in his income tax returns the entire profit from 
the business. After the income for 1939 and prior years had 
been reported as his income and the tax thereon had been 
paid, taxpayer filed amended returns for 1937, 1938 and 1939, 
claiming for the first time that the income from the shoe selling 
business was partnership income only half of which was taxable 
to him. The amended returns were accompanied by claims 
for the refund of one half of the tax theretofore paid for the 
said years. The Tax Court holds that the Commissioner was 
correct in determining that all the income from the business 
during 1937 through 1939 was taxable to the taxpayer. Francis 
Doll v. Commissioner, CCH Dec. 13,306. 


(1) Gross income: Exclusions: Gift to minor.—In 1935 and 
1936 taxpayer and his parents gave to taxpayer’s minor son 
12,500 shares of X corporation stock. Certificates representing 
this stock were issued by X in the name of taxpayer’s son, 
but were not delivered because X would deliver the stock only 
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to the minor’s legal guardian. In 1938 taxpayer was appointed 
such guardian and stock certificates were issued and delivered 
to him as guardian. In the same year taxpayer and his wife, 
in anticipation of a divorce, executed an agreement in which 
taxpayer agreed to pay $5,000 a year out of the income from 
this stock to his wife for the support of his son. Such pay- 
ments were not made but only a part of the income was 
expended pursuant to the authority of the guardianship court 
for insurance for the benefit of the minor. The Tax Court 
holds that tue income from this stock is not taxable to tax- 
payer since none of that income was used in settlement of 
taxpayer’s legal obligations. 


(2) Gross income: Exclusions: Transfer of stock to divorced 
wife in lieu of alimony.—Pursuant to a property agreement 
executed in anticipation of divorce, taxpayer gave to his wife 
certain shares of Y corporation stock having a current annual 
yield of $2,475, and agreed that if the stock failed to yield this 
sum in any year, he would pay to her the difference between 
this sum and the amount of dividends paid. This agreement 
was approved by the divorce court as a final settlement be- 
tween the parties. The Tax Court holds that the income from 
this stock is taxable to the wife and not to taxpayer because 
the wife was vested with absolute and outright ownership of 
the stock and did not hold title thereto merely as security. 
Lawrence Miller v. Commissioner, CCH Dec. 13,315. 


Compensation for services rendered: Allocation of fees over 
a long period.—Taxpayer, a specialist in transportation matters 
before the Interstate Commerce Commission and State bodies, 
represented a number of corporations in proceedings before the 
Interstate Commerce Commission concerning coal rates. He 
was first consulted in August, 1929, and retained by one cor- 
poration to handle the matter in November, 1929. He started 
work on the preparation for filing a complaint in December, 
1929. Formal retainer contracts were executed with various 
groups for similar services between 1930 and 1933. Taxpayer 
rendered services before the Interstate Commerce Commis- 
sion and appeared as a witness in a proceeding in the United 
States District Court. He prepared most of the information 
used by the attorneys presenting the case in the United States 
District Court, and his services and those of his staff were 
continuous up to the time briefs were filed in the District 
Court. Taxpayer received eleven payments in 1940 for his 
services rendered in connection with the rate proceedings and 
sought to allocate those fees under Code Sec. 107 over a period 
from 1930 to 1940, inclusive. Commissioner spread the fees 
over the period from 1931 to 1939, inclusive. The Tax Court 
holds that, on the evidence, it appears that taxpayer began his 
services on the subject matter of the rate cases in the latter 
part of 1929 and he is entitled to have the year 1930 included 
in the period covered by the 1940 receipts, but that the evidence 
does not support a finding that any part of the services were 
performed in any period after 1939, so that the said receipts 
should be spread, under the terms of Code Sec. 107, over the 
period from 1930 to and including 1939.—Thomas Denton 
Geoghegan v. Commissioner, CCH Dec. 13,215(M), memorandum 
opinion. 


Recognition of gain or loss: Contract for acquisition of 
stock.—A and B were the owners of stock of Fairfax Farms 
Dairy, Inc. As a condition of their sale of the stock to C 
and the taxpayer (Koepenick) it was required that Fairfax 
issue and distribute to them notes which they were to assume 
when they purchased the stock. The Tax Court finds that C 
and the taxpayer realized no gain on the purchase of the stock 
in 1937 and no distribution to them by Fairfax was made in 
either 1937, 1938 or 1939, when it (Fairfax) made payments on 
its obligations to A, B, and another party.—Estate of Edward 
L. Koepenick, Deceased, and Marie F. Koepenick, Surviving Wife 
v. Commissioner; E. L. Koepenick (now deceased) and Marie F. 
Koepenick, Surviving Wife v. Commissioner, CCH Dec. 13,222 
(M), memorandum opinion. 


(Continued on page 467) 










































































































































































































































































































































































































































































































































































462 MR. POLK ON SECTION 722 





Section 722 Internal Revenue Code 

(Continued from page 456) 
mary help in securing for our clients the determination 
of the true tax liability imposed by the Internal Rev- 
enue Code, including Section 722 thereof. 


Section 722 (b) (4) 

This subsection concerns itself with the frequently 
encountered situation in which there has been a com- 
mencement of business, or change of character of 
business during, or immediately prior to the base 
period so that, inevitably, the base period net income 
does not reflect normal operations for the entire base 
period. 

It will be noted that we are again encountering the 
phrase “immediately prior to the base period”. As 
was stated in connection with subsection (b) (1), no 
arbitrary temporal limitations are thus imposed by 
the use of the word “immediately”. So long as there 
can be demonstrated a normal relations between the 
change in the character of the business and the reflec- 
tion of the result of the change during the base period, 
the provisions of this subsection will become operative. 

It will be noted that the abnormality here dealt with 
is not one of subnormal production, output, operation, or 
depressed business during the base period such as are 
covered in subsections 1, 2, and 3 previously discussed, 
but that there is attempted a correction of a dissimi- 
larity between base period experience and the normal 
experience of the post-base-period operations of the 
taxpayer,—where there has been a change in the char- 
acter of business. The subsection is more specific than 
any other, and in addition to defining what will meet 
its test of “change in character of business”, it proceeds, 
as none of the other subsections do, to lay down a pre- 
cise method of calculating the corrections necessary to 
recompute the constructed base period income. 

As used in this subsection, the “change in the char- 
acter of the business” includes— 

(a) a change in the operation or management of 

the business, 

(b) a difference in the products of services fur- 

nished, 

(c) a difference in the capacity for production or 

operation, 

(d) a difference in the ratio of non-borrowed cap- 

ital to total capital, and 

(e) the acquisition before January 1, 1940 of the 

assets of a competitor thereby diminishing or 
eliminating competition. 

With the exception of the “difference of ratio in 
nonborrowed capital to total capital” the statutorily 
defined changes in business require little elaboration. 
The described situations refer to both physical and 
economic changes. A difference in capacity or a differ- 
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ence in products or services are material and physical 
facts which can easily be proved if they exist. The 
elimination of a competitor in the manner and form 
set out in the statute is equally as susceptible of proof 
but the change in business is one of economic rather 
than physical nature. It is apparent that a change in 
management or operation of a business is not so defi- 
nite in its nature as the physical changes in capacity 


or in nature or products, and may thus be more diff- 
cult of establishment. 


The Senate Finance Committee cites the example of 
the coal mining company converting from hand to 
mechanized loading as being entitled to relief, probably 
because of a difference in capacity or operation. They 
also cite the case of a concern changing its sales meth- 
ods from door to door to direct sales to retailers as 
entitled to relief. This would seem to me to fall under 
the change in operation or management grouping. 
Also is cited the case of the corporation which was 
reorganized and the new directors made drastic changes 
in the management of the enterprise, effecting changes 
in sale and production policies as warranting relief— 
no doubt under the change in the operation or man- 
agement of the business definition. 


It is difficult to see where a difference in ratio of non- 
borrowed capital to total capital constitutes a change 
in the character of the business. I am not challenging 
the desirability of affording relief where the ratio of 
non-borrowed capital to total capital has changed. 
That may be necessary in order that base period earn- 
ings and current year experience will be placed on a 
comparable basis. I want to point out, however, that 
the Statute does not make any differentiation between 
increases or decreases in the ratios. Taxpayers may thus 
get relief if there was a change in the ratio regardless 
of which way it went. 

There are compensating effects for changes in ratios 
in non-borrowed to total capital where the taxpayer 
computes its credit on an invested capital basis. There 
are also, of course, statutory adjustments for changes 
in invested capital occurring after the base period years 
where the taxpayer computes its credit on an average 
earnings basis. (Since eight per cent of additions or 
six per cent of reductions became direct adjustments 
of the average earnings base.) This subsection deals 
with changes occurring immediately before or during 
the base period. If the change was in fact one of con- 
version of borrowed capital to invested capital during 
the last few months of 1939 there is justification for the 
Statutory provision which would properly eliminate 
the interest payments during the major part of the 
base period years so as to put the entire base period 
upon a comparable basis with the taxable year in 
which there is no borrowed capital and no correspond- 





Augt 
ing i 


corr 
disa 
if th 
peri 
this 
tive: 
ence 
limi 
desc 
invé 
peri 


The 


A 
had 
tior 
visi 
sim 
rea 
lev 
cor 
bu 
she 
suc 
illt 
wl 
rot 
an 
pe 

po 
ne 





1g. 


eS 
FES 
= 
in- 


yn- 
ge 
ng 
of 
ed. 
rm- 
la 
lat 
en 
1us 


ess 





August, 1943 


ing income deduction. But I cannot conceive of changes 
“immediately prior” to the base period which require 
correction, and it would seem that there would be a 
disadvantageous adjustment made under Section 722 
if the shift were reversed near the end of the base 
period from that above described. It may be that all 
this clears up by applying the generally stated objec- 
tives of Section 722 and regardless of shown differ- 
ences in ratios of borrowed capital to total capital—by 
limiting relief or adjustment to cases similar to the one 
described in which borrowed capital is converted into 
invested capital shortly before the end of the base 
period. 


The Two Year Provision 


After it has been established that the taxpayer has 
had one of the changes in character of business men- 
tioned in subdivision 4 the Statute makes specific pro- 
vision for the measure of correction. The Statute 
simply says that if the business of a taxpayer did not 
reach, by the end of the base period, the earnings 
level which it would have reached had the taxpayer 
commenced business, or changed the character of 
business two years before it did, then the taxpayer 
shall be deemed to have commenced the business at 
such earlier time. The Senate Finance Committee 
illustrates this by citing an example of a corporation 
which in 1938 started selling food products by delivery 
routes; this new corporation showing a loss for 1938 
and an increase in earnings for each quarter year 
period for 1939. The observation is made that the cor- 
poration might be deemed to have commenced busi- 
ness in 1936. 

I suppose that what the Senate Finance Committee 
suggests is that there be substituted in 1936 and 1938 
results (operating loss) ; in 1937 and 1939 results (in- 
creased earnings in each quarter) ; and probably the 
Senate Finance Committee intended that there be 
reconstructed in the years 1938 and 1939 what might 
have been earned under then existing business condi- 
tions by a concern growing at the rate at which the 
hypothetical corporation was growing. It is apparent 
that the Senate Finance Committee did not believe it 
proper to consider events occurring or existing after 
December 31, 1939 since they so said in as many 
words. (Page 201, Senate Finance Committee Report.) 
It would apparently be improper therefore, to use the 
1940 and 1941 actual experience of this hypothetical 
concern as the earnings of 1938 and 1939. Relief, how- 
ever, in this situation would be material under the 
stepladder provisions of the Code unless the recon- 
structed income of 1938 and 1939 was reconstructed 
on some declining basis which was contrary to the 
statement of fact that the concern was growing. 
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The Senate Finance Committee gives another example 
which does not shed too much light on the problem. 
There it suggests the situation in which a business is 

started in the United States in October, 1939, and in 

the light of the known market, a plant capacity was 

projected which was not contracted for until 1940 nor 

achieved until 1941. On proof that the company was 

expanding before January 1, 1940 the Committee says 

that it will be deemed to have commenced business 

two years before it did, to wit, October, 1937. 

Let’s give this case a little more scrutiny. Suppose 
it had commenced business in October, 1937. It would 
have reached plant capacity at the end of 1939. Dur- 
ing an expansion period it would be normal to expect 
that there would be little earnings in the first year and 
not too much earnings in the second year. But under 
subdivision (4) of Section 722 these earnings on the 
basis of commencing business in October, 1937 would 
be reconstructed. Then, it seems to me, there would 
be reconstructed under Section 715 (d) average earn- 
ings for the year 1936 and the portion of 1937 in which 
the company was not in existence, and after that, in 
all probability one would apply the provisions of Sec- 
tion 713 (f). Thus, for this taxpayer there would be 
constructed under Section 722 income for two years 
as if it had been a business when it was not, and for 
the two earlier years under Section 713 by a per cent 
of invested capital calculation. I think this illustrates 
the lengths to which statutory formulae may go to 
create and reconstruct a measure non-existent in fact. 
I would like to state that in this situation I much pre- 
fer the direct comparison with competitors and imposing 
upon the taxpayer a tax computed as the average of 
that paid by its competitors for the current year such 
as was done under the 1918 Act. 

There is one more phase of this two year shift 
which must be considered. If the change in the capacity, 
production, or operation of the business was con- 
summated during a taxable year ending after Decem- 
ber 31, 1939 (as a result of a course of action to which 
the taxpayer was committed prior to January 1, 1940) 
the change is deemed to have occurred on December, 
1939. This means that the change is in turn, by 
statute, deemed to have occurred two years before 
December 31, 1939 at the latest. Rephrased, where 
the change occurs before or during the base period it 
is moved back two years; where the change is the 
result of a course of action to which the taxpayer is 
committed prior to January 1, 1940 but is consummated 
at any time thereafter, the change is deemed to be one 
of December 31, 1939 and, of course, relates back to 

1937. 

The Statute provides that any change in capacity 
or production or operation consummated during any 

(Continued on page 467) 
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Excess Profits Tax Relief in “Variant 
Profits Cycle” Cases 

(Continued from page 426) 
must be established that the profits history of the 
industry and the taxpayer are “susceptible to segrega- 
tion into a cyclical pattern”. Charts I and II clearly 
show that this is true in the case at hand. 

Another requirement is that the conditions which 
produced a subnormal base period must be “entirely 
normal in the experience of the industry” and that 
such conditions “must be shown to be prevailing gen- 
erally throughout the past history of the industry and 
not be peculiar to the base period alone”. The furni- 
ture industry’s own experience does not extend over a 
sufficient period to point directly to any concrete examples 
in regard to this latter requirement. However, that 
the failure by the industry and the U. S. Furniture Co. 
to realize normal earnings in the base period was due 
entirely to normal conditions and was not peculiar to 
this tax period alone is clear from the fact that the 
industry’s activity depends in a substantial measure 
on the home building industry. Home building and 
furniture production are the “Ike and Mike” of the 
industrial family. More houses mean more furniture. 

The cycle of the building industry is materially 
different from the general business cycle and periods 
of subnormal earnings in the building industry during 
periods of good times in general business are entirely 
normal experiences. The Treasury regulations spe- 
cifically recognize this fact in the regulations which 
provide as follows: 

“It is well established that over the past three decades there 
has been a building cycle which generally has embraced two 
or more of the general cycles of business profits. If the base 
period embraced only subnormal years of the profits cycle of 
a branch of the building industry, the members thereof may be 
able to establish that their average base period net income does 
not represent an adequate standard of normal profits.” 

The above naturally carries the implication that 
variations in the building cycle from the business 
cycle are due to conditions entirely normal to that 
industry. Other industries which are closely tied to 
the building cycle—such as furniture—are therefore in 
a comparable position. 


Constructive Base Period Net Income 


Assuming that the eligibility of U. S. Furniture Co. 
for relief under Section 722(b)(3)(A) has been estab- 
lished, we now come to the computation of the extent 
of relief. 

The Treasury regulations state that the constructive 
average base period net income for a company entitled 
to such relief may be determined “by reference to one 
or more prior periods in the experience of the tax- 
payer or of the industry of which it was a member, 
which represents a period of normal earnings properly 
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attributable to such taxpayer”. The limitations goy- 
erning the choice of such a period are— 

(1) It should not be less than 3 years; 

(2) It should bear the same relationship to the profit 
cycle of the company and its industry as the 
base period bears to the general business cycle *; 

(3) If such periods are not available, comparisons 
might be made with other similar companies or 


industries, based upon comparative financial 
statements. 


Analysis in the instant case revealed that the profit 
experience of the company and that of its industry 
during the six-year period 1925-1930 bear approxi- 
mately the same relationship to their own profit cycles 
as the base period bears to the general business cycle. 
This is borne out by the following comparisons: 


Average Annual Profits 


General Household RS: 
before taxes Business Furniture Furniture 
Cycle(*) Industry(#) Co. 
(in millions) (in thousands) 
21 years—1919 to 1939... $2,636 $25,993 $211 
Base period—1936 to 1939 3,141 
6 years 1925 to 1930...... 30,593 254 
Ratio to 21 years 1919 to 
1939 of: 
1) Base period for gen- 
eral business cycle.. 119% 
2) 6 years 1925 to 1930 
for household furni- 
ture industry and 
U. S. Furniture Co... 118% 120% 


* Represented by profits before taxes of ‘‘All Manufacturing”’ 
published by the Treasury Department; 

# Published reports of Messrs. Seidman & Seidman, 

It will be observed that the average annual profits 
before taxes for all manufacturing in the 21 years, 
1919 to 1939, was about $2.6 billions. In the base 
period all manufacturing averaged $3.1 billion annually 
or about 119% of the 21-year average. The period of 
1925-1930 inclusive shows similar relative results for 
the household furniture industry and the U. S. Furni- 
ture Co. During this 1925-1930 period the furniture 
industry’s average annual profits were approximately 
118% of the annual average for the industry’s 21-year 
history. Similarly U. S. Furniture Co. earned an an- 
nual average during this 6-year period of approxi- 
mately 120% of its yearly profits during the entire 
21-year period. 

It might also be noted that the six years, 1925-1930 
included for the furniture industry as well as for the 
company, one year of good but not peak earnings, two 
years of moderate earnings, two years of low profits, 
and one year of considerable loss. Such a period of 
varied profits obviously represents a fair cross section 

1This limitation as contained in the regulations is at variance 
with the instructions in form 991. The regulations require that the 
newly chosen period bear the proper relationship to the cycles of 
both the taxpayer and the industry. The instruction to form 991 


requires that the proper relationship of such period exist with 


respect to only one of the cycles, i. e. of the taxpayer or of the 
industry. 
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of the industry’s and the company’s “normal” earning 
experience. 

If, therefore, we consider earnings realized by the 
U. S. Furniture Co. during the six year period 1925- 
1930 as representing “a period of normal earnings” 
and use them as a basis for reconstructing the base 
period income, the actual and constructive excess profits 
net income would compare as follows: 

Actual Excess profits net Income: 


ER re eevee ere her yt AE A $ 153,000 
TET RD RON GAPTS eee Cone irr lees 223,000 
1938 Sera Pet ree 60,000 
1939 re ee er. ee 133,000 
cl) > eae aiecnee neeen RAE ee 569,000 
Actual Average Income .. 142,250 
Excess profits credit (95%) before ap- 
plication of Section 722 ; 135,137 
Constructive Excess profits net Income: 
02 ee FP ee ee $ 380,000 
RRR argh ice cme renerr Go toe 520,000 
ee sin 5h 370,000 
xe ht et ada Rh face ee 180,000 
a suee® 160,000 
W950) 22.055. hae Pep Eee: ae 87,000 
TOtAE ..o.ch Sos akeen 1,523,000 
“Reconstructed” average income... 253,830 
Excess profits credit (95%) after ap- 
plication of Section 722............ 241,139 
Increase in Excess Profits credit under 
Sec. 722 above actual 


105,002 


In the case we are considering, no material change 
had taken place in the company between the 1925-1930 
period and the base period. If such changes as mate- 
rial additions or reductions of capital, increase or 
decrease in capacity, change in product, etc. had 
occurred, then it would be necessary to adjust con- 
structive earnings for these factors in order to deter- 
mine the “fair and just” amount of base period income. 


It is to be noted that in arriving at reconstructed 
income, no adjustment was made for normal growth 
or the 75% rules under Section 713, since serious doubt 
exists as to whether these Section 713 provisions can 
be applied after earnings for base period years have 
been reconstructed under Section 722(b) (3). 

The method here used in arriving at constructive 
average base period income has closely followed the 
suggested procedure contained in the Treasury regu- 
lations. It should be emphasized, however, that the 
statute itself is completely void of directions as to how 
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to compute constructive earnings. It merely cites the 
conditions which constitute bases for relief. The way 
is therefore open for a large variety of methods in 
determining constructive earnings in the so-called 
variant profit cycle cases. Thus, for instance, an 
alternative method of reconstruction in the case of 
the U. S. Furniture Co. might be to compare the fur- 
niture industry’s sales cycles with the sales cycle for all 
manufacturing. The company’s sales might then be 
reconstructed for the variation between these two 
sales cycles during the base period thus arriving at 
constructive sales for the base period years. These 
would constitute the starting point from which the 
company’s profits, based on the conditions actually 
existing in each base year, could be reconstructed. 


Conclusion 


It will be recognized that in this analysis we have 
restricted ourselves to one specific type of relief and 
reduced the factors to their simplest terms. Of course, 
in practice things will not always be quite so ele- 
mentary. In most cases a large number of variables 
and unknown quantities will be involved. However, 
even from this over-simplified example it is obvious 
how illusive and ephemeral are the bases for relief and 
what a task taxpayers face in establishing “what the 
normal earnings would have been if they could have 
been what they should have been’. It will take the 
combined ingenuity of a Philadelphia lawyer, a Wash- 
ington tax expert, an “accountant-statistician-econo- 
mist’, a soothsayer and a crystal gazer to venture an 
answer in some of these situations—and even they will 
have to “guess and pray”. 

Unfortunately it will be mainly the large corpora- 
tions which will get the major benefit of these relief 
provisions, for only they will be able to enlist such a 
galaxy of talent. The smaller corporations—the ones 
for whom these provisions were primarily intended— 
will probably derive very little relief from them be- 
cause of the difficulties they will face in meeting the 
requirements laid down by the statute. 
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Talking Shop—Gift Tax Cases 
(Continued from page 451) 

Present v. future interests—Liability of donees— 
Parent of beneficiary as transferee . . . 1935 and 1937 
transfers in trust were gifts of future interests because 
of uncertainty as to amount receivable by beneficiaries 
in immediate future. But, although it was too late to 
assess additional taxes on 1935 transfers because un- 
authorized annual exclusions were taken, such exclusions 
could be disallowed for purposes of computing taxes 
in later years. The mother of the minor trust bene- 
ficiary, however, was not liable as a transferee for the 
unpaid taxes. When she received trust income for 
the use of the minor beneficiary, she received it only 
as an agent of the trustees.—TC. 


Present v. future interests—Insurance—Premiums 
—Statute of limitations . . . Income expended under 
a trust for the care, maintenance and education of 
beneficiaries, the eldest of whom was nineteen years 
of age, was held to be a gift of future interest, and an 
exclusion by donor was disallowed. Insurance, irrev- 
ocably assigned, and premiums paid after the assign- 
ment were gifts of present interest, and exclusions 
were allowed. Trustees and beneficiaries were held 
liable as transferees for the unpaid gift tax of the 
donor, when collection against the donor was barred 
by the statute of limitations —TC. 

Transfer with the possibility of a reverter retained 
. . . Where grantor reserved the income of a transfer 
in trust, and also reserved the right to withdraw a 
certain amount of the principal each year, the value 
of the remainder interest was subject to gift tax —TC. 

Specific exemption—Liability of donee for unpaid 
tax . . . Where donor has taken the full amount of 
the $50,000 specific exemption allowed under the Rev- 
enue Act of 1932, she is not entitled to a further 
specific exemption on a return belatedly filed. The 
beneficiary of a trust is liable as transferee for the 
unpaid gift tax of the donor.—TC. 


Courts Give Unusual Twists to Familiar 
Transfer Tax Principles 


In a number of the cases currently reported, the 
courts had before them questions which involved the 
application of well-established principles of estate and 
gift taxation. In each of them, however, there was 
some additional fact which required the court either 
to increase the scope of the rule or to find that the 
additional fact took the question beyond the prin- 
ciples. Summaries of these cases follow: 

Transfers before 1931—Right to income and portion 
of corpus retained . . . Transfers with only income 
retained are not taxable if made before March 3, 1931. 
The Second Circuit Court of Appeals now explains 
what is taxable where the transferor also specifies that 
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corpus should be returned to the extent that the in- 
come in any year falls below a specific amount. 
Insurance—Possibilities of reverter 
sion, by the insured, of a possibility of reverter has 
been held to render the proceeds of the insurance 


. Posses- 


taxable. The District Court of Massachusetts holds 
that the rule does not apply where the reversionary 
interest dates from before the 1918 Act but that it 
does apply where an assignee of an insurance policy gives 
such an interest to the insured assignor at any later date. 

Endowment policies—When not treated as insur- 
ance . . . The District Court of Missouri says that 
endowment policies are not insurance for estate tax 
purposes after they have matured. It found that the 
entire proceeds of such policies were taxable because 
of decedent’s retained rights. 


Valuation of annuities—Exception to general rule 
. . . The value of an annuity for estate tax purposes 
is generally the cost of replacing the contract on the 
valuation date. The District Court for Indiana, how- 
ever, says that the cash surrender value should be used 
where the contract is one purchased by decedent and 
another for a third person, but one in which they retain 
for themselves and the survivor the right to surrender 
the policy for cash. The transfer on the death of one 
of them is a transfer to the other of one-half the cash 
surrender value. In the same case, the Court also 
finds that no part of a certain refund annuity contract 
is includible in the decedent’s estate. 


Annuities for employees—Whether gift . . . To 
purchase an annuity for someone is, as a general rule, 
to make a gift. The Tax Court says it is otherwise, 
when the annuity is for a retiring employee who had 
frequently been promised a pension. The Court does 
not feel the same way, however, with respect to the 
cost of a refund provision in the contract for the benefit 
of the transferor’s relatives. 


Powers of appointment—Release by creator . 
The Revenue Act of 1942 provides that property sub- 
ject to powers of appointment is not taxable if the 
powers are released before March 1, 1944. The Tax 
Court says that these provisions do not apply to powers 
created by the persons possessed of them. In the same 
case the Court uses the “blockage” theory to value stock 
and mortality tables to value remainder interests. 


Valuation of stock—Market price too low . . . The 
“blockage” theory has often been applied to value a 
large holding of stock at a figure below the market 
price. Ina currently reported decision, the Tax Court 
holds that a value above the market price was proper 
where the market, at the time for valuation, was lower 
than in several years. This case also concerns con- 


templation of death and transfers allegedly intended 
to take effect at death. 
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Taxpayers’ Colossal Effort 

(Continued from page 440) 
£2,702 millions in 1941-42 and £2,804 millions in 
1942-43. 

The chief deduction is that of the total amounts bor- 
rowed by the Government, over half represents (a) 
temporary reserves owned by municipalities, com- 
panies, and individuals, and lent to the Government 
until they are needed; and (b) drawing on overseas 
resources. The first is not so serious a matter as it 
might appear, for as earlier reservés are drawn on by 
their owners, fresh reserves are created. The second 
is a measure of the help given in many ways by the 
Empire and other of the United Nations. This figure 
of £632 millions is by no means complete. It excludes 
specifically the Canadian Government’s gift of £225 
millions; and also leaves out everything received or 
provided by the British Government under the head- 
ing “lend-lease”’. 

The fact remains that in 1942 the money income of 
the nation was reduced from £7,836 millions to a 
residual purchasing power of £4,019 millions. Out of 
every £100 received by the average British citizen, 
he paid £35 in taxes, and saved another £14. He had 
to live on the remaining £51. By way of contrast, in 
1938, he kept for himself £74 out of every £100 he 
received, saving £6 and paying £20in taxes. (These 
figures are based upon the first table. If account is 
taken of the note which follows that table, the taxation 
figure of £20 for 1938 becomes £24 and the £35 for 
1942 is increased to £38.) 


Even before the 1943-44 budget, he was so heavily 
taxed that the physical volume of his consumption was 
only 82 per cent of what it was before the war. Asa 
result of this budget, he has to pay even higher taxes 
whenever he drinks, smokes, or goes to the cinema. 
It is a colossal burden, only made tolerable by the 
even more colossal effort he—and she—are putting 
into the war. But the burden is cheerfully borne. 


Excess Profits Tax Relief—Mr. Polk 
(Continued from page 463) 

taxable year ending after December 31, 1939 shall be 
deemed a change on December 31, 1939 and the Senate 
Finance Committee report says that the change so 
described shall not be taken into effect in determining 
the constructed average base period net income with 
respect to any year prior to that in which the change 
was completed. Thus in the example given of the 
concern which commenced business in October, 1939 
and reached its projected plant capacity in 1941 would 


get whatever relief it was entitled to for 1941, but not 
for 1940, 


TAXPAYERS’ COLOSSAL EFFORT 


Interpretations (Continued from page 461) 


Gross income: Profit on sale of treasury stock.—Taxpayer 
made a profit on the sale of its treasury stock and reported the 
gain as taxable income in its 1937 return. Taxpayer later 
contended that the sale represented a capital transaction, and 
challenged the validity of Art. 22 (a)-16 of Reg. 94. The Tax 
Court holds that the gain was taxable as reported and that 
the validity of the Regulation contested has been settled in 
Pittsburgh Laundry, Inc., 47 BTA 230, CCH Dec. 12,571, and 
other cited cases. The Superheater Company v. Commissioner, 
CCH Dec. 13,068(M); memorandum opinion. 


Deductions: Losses: Payment of debt.—Taxpayer, an off- 
cer of a corporation indebted to a bank on $40,000 of notes 
which taxpayer had endorsed, made a payment of $10,000 in 
1937 which he deducted as a loss because an officer of the bank 
had diverted to his own purposes the taxpayer’s note in that 
amount. There being no evidence that the notes did not rep- 
resent obligations which were legally binding on the taxpayer, 
nor that the bank had not given credit for the payment, the 
Tax Court holds that the $10,000 payment is not a deductible 
loss. F. Arthur Osterman v. Commissioner, CCH Dec. 12,919-B; 
memorandum opinion. 


Capital gain v. ordinary income: Client “assigning” attorney 
part of any amount recovered.—An attorney received a power 
of attorney providing for a fee for his services of 40 per cent 
of any recovery made upon his client’s claim for compensation 
because of expropriation of certain ships and ship contracts by 
the United States Shipping Board Emergency Fleet Corpora- 
tion. The power of attorney assigned such 40 per cent interest, 
in any recovery, as fee, to the petitioner. Recovery was made 
in the Court of Claims, and paid by the United States. The 
Tax Court holds the attorney’s fee is taxable as ordinary in- 
come, and not as capital gain upon a capital asset assigned. 
Under the “assignment” the taxpayer acquired only a revocable 
interest in his client’s claim and not a capital asset —Martin 
Charles Ansorge v. Commissioner, CCH Dec. 13,223; 1 TC —, 
No. 154. 


Distributions by corporation out of capital: Effect on stock 
loss.—Stock of Empire Electric Machinery Co., owned by tax- 
payers, became worthless in 1937. Taxpayers then deducted 
the entire amount of their original investment therein. Com- 
missioner reduced the losses by the amount of distributions 
from capital which taxpayers had received in prior years. On 
the evidence, the Tax Court supports the Commissioner. George 
W. Potter v. Commissioner; George N. Spiva v. Commissioner ; 
Spiva Investments, Inc. v. Commissioner, CCH Dec. 13,072(M); 
memorandum opinion. 


It might also be noted, although I find no specific 
language in subsection (b) of the Statute on the sub- 
ject, that the Senate Finance Committee states that 
Section 722 (b) 4 may not produce a duplication in 
benefit. (The eight per cent of net capital addition 
referred to in Section 713 (a)(1)(b).) The Senate 
Finance Committee states in this connection— 

“It is also contemplated that the constructive average base 
period net income will be computed so as not to duplicate any 
credit inuring to the corporation on account of the treatment 
as new capital of such portion of the new facilities, or money 


or property expended in obtaining such facilities, which may 
have been paid into the corporation after the base period.” 


Mr. Polk’s article will be concluded in the September issue. 



































































































































































































































































































































ALABAMA 
Sept. 1—— 
Automobile dealers’ reports due. 
Sept. 10—— 
Alcoholic beverage reports due. 
Automobile dealers’ reports due. 
Oil and gas conservation tax due. 
Tobacco use tax reports and payment due. 
Tobacco wholesalers’ and jobbers’ reports 
due. 
Sept. 15—— 
Gasoline tax reports due from carriers, 
warehouses and transporters. 
Income tax (third installment) due. 


Lubricating oils tax reports due from car- 
riers, warehouses and transporters. 
Motor carriers’ mileage tax and reports 

due. 
Sept. 20—— 
Automobile dealers’ reports due. 
Coal and iron ore mining tax reports and 
payment due. 
Gasoline tax reports and payment due. 
Lubricating oils tax and reports due. 
Motor fuel tax and reports due. 
Sales tax reports and payment due. 
Sept. 30 
Document filing taxes—report of additional 
indebtedness due. 





ARIZONA 
Sept. 1 
Express company reports—last day to file. 
Private car company reports—last day to 
file. 
Sept.—First Monday 
Bank share tax installment due. 
Property tax (semi-annual installment) 
due. 








Sept. 5—— 
Alcoholic beverage licensees’ reports due. 
Sept. 15—— 
Gasoline tax reports and payment due. 
Gross income tax reports and payment due. 
Motor carriers’ reports and taxes due. 
Use fuel tax and reports due. 
Sept. 25—— 
Motor fuel carriers’ reports due. 








ARKANSAS 
Sept. 9— 
. Alcoholic beverage taxes and reports due. 
Sept. 10 
Motor fuel carriers’ reports due. 
Natural resources purchase 
due. 

Natural resources severance tax reports 
and payment due. 

Sept. 20 

Gross receipts tax reports and payment 
due. 

Motor fuel tax and reports due. 

Use fuel tax and reports due. 





statements 





CALIFORNIA 
Sept. 1 
Beer and wine reports and taxes due. 
Gasoline tax due. 
Sept. 15—— 
Bank and corporation franchise tax (sec- 
ond installment) due. 
Corporation income tax 
ment) due. 
Distilled spirits tax and reports due. 
Gasoline tax reports due. 
Use fuel tax reports and payment due. 
Sept. 20 
Motor carriers’ gross receipts tax due. 





(second install- 
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COLORADO 
Sept. 5—— 
Motor carrier’s tax due. 
Sept. 10—— 
Motor earriers’ reports due. 


Wholesalers’ alcoholic beverage 
due. 


Sept. 14—— 
Sales tax reports and payment due. 
Use tax reports and payment due. 
Sept. 15—— 
Coal mine owners’ reports due. 
Coal tonnage tax reports due. 
Service tax reports and payment due. 
Sept. 25—— 
Gasoline tax reports and payment due. 
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reports 





CONNECTICUT 


Sept. 1—— 
Gasoline tax due. 
Sept. 10—— 
Cigarette distributors’ reports due. 
Sent. 15— 
Gasoline tax reports due. 
Use fuel reports and tax due. 
Sept. 20— 
Alcoholic beverage tax 
ment due. 


reports and pay- 


DELAWARE 
Sept. 1— 
Wilmington property taxes delinquent. 
Sept. 15—— 
Alcoholic beverage importers’ and manu- 
facturers’ reports due. 
Filling stations’ gasoline tax reports due. 
Sept. 30—— 
Common carriers’ gasoline reports due. 
Distributors’ gasoline tax reports and pay- 
ment due. 


DISTRICT OF COLUMBIA 
Sept. 10—— 

Alcoholic beverage reports due from li- 
censed manufacturers, wholesalers or 
retailers. 

Beer reports due from licensed manufac- 
facturers and wholesalers. 

Sept. 15—— 

Beer tax due. 
Sept. 25—— 

Gasoline tax reports and payment due. 
Sept. 30 

Bank gross earnings taxes due. 

Semi-annual installment of property tax— 
last day to pay. 

Semi-annual installment of public utility 
tax—last day to pay. 





FLORIDA 
Sept. 10—— 
Alcoholic beverage reports and taxes due 
from dealers and manufacturers. 
Sept. 15—— 
Alcoholic beverage reports due from car- 
riers and transporters. 
Carriers’, dealers’ and importers’ gasoline 
reports due, 
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Gasoline tax reports and payment due. KENTUCKY Motor vehicle fuel (other than gasoline) 
Motor vehicle fuel use tax and reports due. Sept. 1—— tax reports and payment due. 
Sept. 30—— Bank deposits tax due. Passenger carriers’ mileage tax due. 
Motor transportation company reports and Reports of property subject to escheat Public utility gross receipts tax reports 
taxes due. due. and payment due. 
Sept. 2—— Sept. 20—— 
GEORGIA Stored distilled spirits tax due. Oil production tax reports and payment 
—= Seanaan nb dnbaeininih ta we Sept. 30— 
wee musement and entertainmen and re- . 
Sa wholesale dealers’ re ports due. Dealers’ and transporters’ gasoline tax re- 
ek 15 z , Cigarette tax reports due. ports and payment due. 
Income tax (third installment) due. Gasoline tax due from refiners and im- 
Malt beverage tax and reports due. porters. LOUISIANA 
Sept. 20—— Sept. 15—— Sept. 1—— ? 
Gasoline tax reports and payment due. Alcoholic beverage reports due. Wholesalers’ tobacco reports due. 





IDAHO 
Sept. 1—— 
Franchise license tax and statement de- 
linquent. 
Sept. 10—— 
Beer dealers’ reports due. 
Sept. 15—— 
Electric power company reports and taxes 
due. 
Gasoline taxes and reports due. 
Income tax (second installment) due. 





ILLINOIS 
Sept. 1—— 
Real property tax (semi-arhual install- 
ment) due. 
Sept. 10—— 
Motor carriers’ mileage tax due. 
Sept. 15—— 
Alcoholic beverage reports—last day to 
file. 
Cigarette tax returns due. 
Public utility reports and taxes due. 
Sales tax reports and payment due. 
Warehousemen’s alcoholic beverage reports 
due. 
Sept. 20—— 
Gasoline tax reports and payment due. 
Oil production tax and reports due. 
Sept. 30-—— 
Transporters’ gasoline tax reports due. 


wore 




























INDIANA oa : 
Sept. 15—— O R perhaps a lathe or milling machine 
a ee ee Oe. operator, or any one of hundreds of work 
Sept. 20—— a - : 
Bank and trust company intangibles tax classifications that plant management is 
— demanding of the employment manager. 
Bank share tax due. ‘ é 1 
Building and loan association intangibles With McBee Keysort applied to Personne 
ma ee Records, experienced applicants or 
Gasoline tax reports and payment due. candidates from present personnel for 
non any job can be located quickly and 
Sept. 10 accurately. 
Beer tax reports and payment due from 1 b 
class A permittees. Keysort handles large or small numbers 
a gasoline tax reports due. of cards with equal facility, with your 
Gasoline tax reports and payment due. regular clerks or operators and without 
Sept. 30—— 


costly machinery or equipment. 
Last day to pay second half property taxes y 7 iia 


without penalty. 






KANSAS 
Sept. 10—— 
Malt beverage reports and taxes due. 
Sept. 15—— 
Carriers’ gasoline tax reports due. 
rar ata tax reports and payment 
ue. 
Motor carriers’ gross ton mileage tax re- 
ports and payment due. 
Sept. 20—— ; 
Sales tax reports and payment due. 
Sept. 25—— 
Gasoline tax reports and payment due. 
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Sept. 10 
Importers’ kerosene tax and reports due. 


Importers’ light wine and beer reports 
due. 
Importers’ lubricating oils reports due. 
Sept. 15—— 


Carriers’ gasoline tax reports due. 

Carriers’ kerosene tax reports due. 

Carriers’ light wines and beer reports due. 

Carriers’ lubricating oils reports due. 

Dealers’ and manufacturers’ intoxicating 
liquor reports due. 

Wholesalers’ tobacco tax reports due. 

Sept. 20—— 

Dealers’ and manufacturers’ light wine and 
beer reports due. 

Dealers’ gasoline tax reports and payment 
due. 


Dealers’ kerosene tax reports and payment 
due. 

Dealers’ lubricating oils tax reports and 
payment due. 

Fuel use tax and reports due. 

New Orleans sales tax reports 
ment due. 

Petroleum solvents reports due. 


and pay- 


MAINE 
Sept. 1—— 
Franchise tax due. 
Sept. 10—— 


Manufacturers’ and wholesalers’ malt bev- 
erage reports due. 
Sept. 15—— 
Railroad and street railroad tax (install- 
ment) due. 
Use fuel tax and reports due. 
Sept. 30—— 
Gasoline tax and reports due. 


MARYLAND 
Sept. 10—~ 
Admissions tax payment due. 
Sept. 15— 
Income tax (third installment) due. 
Sept. 30—— 
Beer tax reports and payment due. 
Gasoline tax reports and payment due. 
Purchasers of cargo lots of of motor fuels 
—reports due. 
State property tax (locally assessed) due. 


MASSACHUSETTS 
Sept. 10—— 


Alcoholic beverage tax reports and pay- 
ment due. 
Meals tax and reports due. 




































Sept. 15— 
Cigarette distributors’ 
payment due. 
Sept. 30-—— 
Gasoline tax reports and payment due. 


tax reports and 





MICHIGAN 
Sept. 1—— 
Gas and oil severance tax reports and pay- 
ment due. 
Sept. 5— 


Carriers’ gasoline tax reports due. 
Sept. 10—— 
Common and contract carriers’ fees and re- 
ports due. 
Sept. 15—— 
Sales tax reports and payment due. 
Use tax reports and payment due. 





Sept. 20—— 
Distributors’ gasoline tax reports and pay- 
ment due. 
Gas and oil severance tax reports and pay- 
ment delinquent. 


MINNESOTA 
Sept. 1—— 
Railroads’ gross earnings tax (semi-annual 
instailment) due. 
Sept. 10—— 
Alcoholic beverage reports due from brew- 
ers, manufacturers and wholesalers. 
Sept. 15— 
Income tax (second installment) due. 
Income tax (third installment) due where 
tax over $30. 
Interstate motor carriers’ mileage tax and 
report due. 
Sept. 23. 
Diesel fuel reports due. 
Distributors’ gasoline tax and reports due. 
Special use fuel tax and reports due. 
Sept. 25—— 
Dealers in farm tractor fuels, reports and 
payment due. 





MISSISSIPPI 
Sept. 5—— 
Factory reports due. 
Sept. 10—— 


Admissions taxes and reports due. 
Sept. 15—— 
Gasoline tax reports and payment due. 
Income tax (third installment) due. 
Light wines and beer reports due from dis- 
tributors, retailers and wholesalers. 
Sales tax reports and payment due. 
Timber severance tax and reports due. 
Tobacco reports due from distributors, 
manufacturers and wholesalers. 
Use tax reports and payment due. 


MISSOURI 
Sept. 1—— 
Property tax on franchises due from 
bridge, electric power and light, ex- 
press, oil pipe line, private car, railroad, 
street car, telegraph, telephone, and 
transmission companies. 





Sept. 5—— 
Non-intoxicating beer permittees’ 
due. 
Sept. 15—— 
Alcoholic beverage reports due. 
Gasoline tax reports due. 
Retail sales tax reports and payment due, 
Sept. 25—— 
Gasoline tax due. 
Use fuel tax and reports due. 


reports 


MONTANA 
Sept. 15— 
Brewers’ and liquor wholesalers’ tax re- 
ports and payment due. 
Electric company reports and taxes due. 
Gasoline tax reports and payment due. 
Sept. 20—— 
Dealers’, producers’, refiners’ and trans- 
porters’ crude petroleum reports due. 
Sept. 30—— 
Last day to pay express company taxes. 


NEBRASKA 
Sept. 1—— 
Real property tax (second installment) 
due. 
Sept. 15—— 


Alcoholic beverage reports due from manu- 
facturerg and wholesale distributors. 

Gasoline tax reports and payment due. 

Imitation butter reports and taxes due. 


NEVADA 
Sept. 15—— 
Carriers’ gasoline tax reports due. 
Sept. 25— 
Dealers’ gasoline tax reports and payment 
due. 
Fuel users’ tax reports and payment due. 


NEW HAMPSHIRE 
Sept. 10—— 
Alcoholic beverage reports and taxes due. 
Sept. 15—— 
Use fuel tax and reports due. 
Sept. 30-—— 
Distributors’ gasoline tax and reports due. 


NEW JERSEY 
Sept. 1—— 

Domestic life insurance company taxes 
due. 

Property statements and second tax in- 
stallment due from public utilities using 
the streets. 

Sept. 10—— 

Excise taxes and reports due from inter- 
state busses. 

Gross receipts taxes and reports due from 
busses and jitneys in municipalities. 

Sept. 15—— 

Alcoholic beverage taxes and reports due 
from distributors, importers, manufac- 
turers, transporters, and warehousemen. 







Sept. 20—— 
Alcoholic beverage taxes and reports due 
from retail consumption and retail dis- 
tribution licensees. 





















sorts 


due, 


ent) 


anu- 


nent 


due. 


due. 


due. 


axes 
- in- 
ising 
nter- 
‘rom 

due 


ifac- 
nen. 


due 
dis- 





August, 1943 


Sept. 30—— 
Carriers’ gasoline tax reports due. 
Distributors’ gasoline tax reports and pay- 
ment due. 


NEW MEXICO 
Sept. 1—— 
Express company tax reports due. 
Sept. 15— 
Qccupational gross income tax reports and 
payment due. 
Oil and gas conservation tax reports due. 
Severance taxes and reports due. 
Sept. 20—— 
Motor carriers’ reports and taxes due. 
Sept. 25—— 
Gasoline tax reports and payment due. 
Use or compensating tax reports and pay- 
ment due. 





NEW YORK 
Sept. 1—— 
Bank income tax reports and payment due. 
Sept. 20—— 


Alcoholic beverage taxes and reports due. 
Sept. 25—— 
New York City conduit company taxes and 
reports due. 
New York City public utility excise tax 
returns and payment due, 
Sept. 30—— 
Gasoline tax reports and payment due. 


NORTH CAROLINA 
Sept. 10—— 
Carriers’ gasoline tax reports due. 
Railroads’ alcoholic beverage reports due. 
Sept. 15—— 
Income tax (second installment) due. 
Sales tax reports and payment due. 
Spirituous liquor tax due. 
Use tax reports and payment due. 


Sept. 20—— 
Franchise carriers’ and haulers’ reports 
and taxes due. 


Gasoline tax reports and payment due, 


NORTH DAKOTA 
Sept. 1—— 
Cigarette distributors’ reports due. 
Sept. 15—— 
Alcoholic beverage transactions tax reports 
and payment due. 
Gasoline tax reports and payment due. 
Income tax (third installment) due. 
Interstate motor carriers’ taxes due. 
Sept. 25——— 
Use fuel tax reports and payment due. 


OHIO 
Sept. 1—— 
Railroad, street, suburban and interurban 
railroad excise tax returns due. 
Sept. 10—— : 
Admissions tax reports and payment due. 


Alcoholic beverage tax reports due from 


class A and B permittees. 
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Sept. 15—— 
Use tax on cigarettes due with reports. 
Sept. 20—— 
Dealers’ gasoline tax reports due. 
Grain handling tax (semi-annual install- 
ment) due. 
Tangible and intangible personal property 
tax (semi-annual installment) due. 
Tangible personal property tax on inter- 
county corporations due. 
Sept. 30—— 
Carriers’ gasoline tax reports due. 
Gasoline tax due. 


OKLAHOMA 
Sept. 1—— 
Oil, gas and mineral gross production taxes 
and reports due. 
Sept. 5—— 
Operators’ reports of mines other than coal 
due. 
Sept. 10—— 
Airports’ gross receipts tax reports and 
taxes due. 
Alcoholic beverage reports and payment 
due. 
Sept. 15— 
Carriers’ gasoline tax reports due. 
Income tax (second installment) due. 
Sales tax reports and payment due. 
Sept. 20—— 
Carriers’ use fuel tax reports due. 
Coal mine operators’ reports due. 
Gasoline tax reports and payment due. 
Use fuel oil tax reports and payment due. 
Use tax reports and payment due. 


OREGON 
Sept. 4—_ 
Last day to pay annual corporation fran- 
chise tax without fine. 
Sept. 10—— 
Oil production tax reports and payment 
due. 
Sept. 20—— 
Alcoholic beverage excise tax reports and 
payment due. 
Motor carriers’ reports and taxes due. 
Sept. 25—— 
Gasoline tax reports and payment due. 


PENNSYLVANIA 
Sept. 1—— 
Mercantile license taxes due. 
Sept. 10—— 

Malt beverage reports due. 

Spirituous and vinous liquor reports due 
from importers. 

Sept. 15—— 

Employers’ returns of tax .withheld at 
source due under Philadelphia income 
tax law. 

Manufacturers’ alcoholic beverage tax re- 
ports and payment due. 

Philadelphia income tax (third install- 
ment) due. 

Sept. 30—— 
Gasoline tax reports and payment due. 








RHODE ISLAND 
Sept. 10—— 
Manufacturers’ alcoholic beverage reports 
due. 
Tobacco products tax reports due. 
Sept. 15—— 
Gasoline distributors’ tax reports and pay- 
ment due. 


SOUTH CAROLINA 
Sept. 10—— 
Admissions tax reports and payment due. 
Beer and wine wholesalers’ reports due. 
Power tax returns and tax payment—last 
day to file. 
Sept. 15—— 
Property tax (installment) due. 
Sept. 20—— 
Dealers’ fuel oil reports due. 
Gasoline tax reports and payment due. 
Use fuel oil tax and returns due. 


Sept. 30—— 
Phosphates quarterly payment of royalty 
due. 
SOUTH DAKOTA 
Sept. 1—— 


Passenger motor carriers’ taxes due. 

Rural electric companies’ utility tax due. 
Sept. 15—— 

Alcoholic beverage sales reports due. 

Carriers’ gasoline tax reports due. 

Carriers’ use fuel tax reports due. 

Dealers’ gasoline tax reports due. 

Sales tax and reports due. 

Use fuel tax and reports due. 

Use tax and reports due. 


Sept. 30—— 
Income tax (second installment) due. 





TENNESSEE 


Sept. 1—— 
Building and loan association license tax 
reports and payment due. 
Cottonseed oil mills’ reports due during 
month, 
Sept. 10—— 
Alcoholic beverage tax reports—last day 
to file. 
Barrel beer tax due. 
Carriers’ gasoline tax reports due. 
Cigarette distributors’ reports due. 
Sept. 15—— 
Carriers’ use fuel tax reports due. 
Use fuel tax reports due. 
Sept. 20—— 
Distributors’ gasoline tax reports and pay- 
ment due. 
Liquid carbonic acid gas tax due. 








































































































































































































































































































































































































TAX ES— The Tax Magazine 


August, 1943 


FEDERAL TAX CALENDAR 


TEXAS 
Sept. 1—— 
Transportation agents’ tax due. 
Sept. 15—— 
Motor carriers’ special fees due. 
Oleomargarine dealers’ reports and taxes 
due. 
Sept. 20 
Carriers’ motor fuel tax reports due. 
Liquefied gas and Jiquid fuel tax and re- 
ports due, 
Motor fuel tax and reports due. 
Sept. 25—— 
Carbon black production tax reports and 
payment due. 
Natural gas production tax reports and 
payment due. 
Oil production tax reports and payment 
due. 
Theatres’ prizes and awards taxes and re- 
ports due. 


UTAH 
Sept. 10 
Carriers’ use fuel tax reports due. 
Liquor licensees’ reports due. 
Sept. 15—— 
Excise (income) 
due. 
Sales tax returns and payment due. 
Use fuel tax and reports due. 
Use tax returns and payment due. 
Sept. 25—— 
Carriers’ gasoline tax reports due. 
Distributors and dealers report and pay- 
ment of motor fuels tax. 


tax (third installment) 


VERMONT 
Sept. 10—— 
Alcoholic beverage tax 
ment due. 
Property taxes payable 
due. 
Sept. 15—— 
Corporation income tax (third installment) 
due. 
Electric light and power company reports 
and taxes due. 
Express and telegraph company taxes due. 
Personal income tax (third installment) 
due. 
Railroad property tax reports due. 
Sept. 30—— 
Gasoline tax reports and payment due. 


reports and pay- 


in installments 


VIRGINIA 
Sept. 10—— 
Beer dealers’, bottlers’ and manufacturers’ 
reports due. 
Sept. 20 
Carriers’ gasoline tax reports due. 
Gasoline tax reports and payment due. 
Use fuel tax and reports due. 


WASHINGTON 
Sept. 10—— 
Brewers’, distillers’, wineries’ 
facturers’ reports due. 
Sept. 15—— 
Butter substitutes reports and taxes due. 
Carriers’ gasoline tax reports due. 
Gross income tax returns and payment 
due. 
Fublic utility gross operating tax reports 
and payment due. 
Sales tax reports and payment due. 
Use tax reports and payment due. 
Sept. 20—— 
Use fuel tax and reports due. 
Sept. 25—— 
Gasoline tax reports and payment due. 
Sept. 30—— 
Storage warehousemen’s reports and taxes 
due. 


and manu- 


WEST VIRGINIA 

Sept. 10—-— 

Alcoholic beverage tax reports and pay- 

ment due. 

Sept. 15—— 

Sales tax reports and payment due. 
Sept. 30—— 

Gasoline tax reports and payment due. 


WISCONSIN 
Sept. 10—— 
Alcoholic beverage tax reports due. 
Uleomargarine tax reports and payment 
due. 
Tobacco products tax returns due. 
Sept. 20—— 
Gasoline and diesel fuel tax reports and 
payment due. 
Sept. 30—— 
Privilege dividend tax and returns due. 


WYOMING 

Sept. 10—— 

Carriers’ gasoline tax reports due. 
Sept. 15—— 

Dealers’ gasoline tax reports due. 

Sales tax and reports due. 

Use tax and reports due. 

Wholesalers’ gasoline tax and reports due. 
Sept. 20—— 


Motor carriers’ tax and reports due. 


FEDERAL TAX CALENDAR 
September 10—— 

Last day for payment by employer to 
authorized depositary of taxes withheld 
on wages during the preceding month if 
withholdings were more than $100 dur- 
ing the month, 

September 15—— 

Third quarterly income-excess profits tax 
payment due for calendar year ended 
December 31, 1942, except as to individu- 
als on a current basis under the Current 
Tax Payment Act. Forms 1040, 1041, 
1120, 1120H, 1120L, 1121. 

Corporation income tax and excess profits 
tax returns due for fiscal year ended 
June 30. Forms 1120 and 1121. 

Due date for first declaration of esti- 
mated income for 1943 and for payment 
of first half of balance of tax due after 
credit for estimated withholdings, Form 
1040-ES. 

Entire income-excess profits taxes or first 
quarterly installment due on returns for 
fiscal year ended June 30. Forms 1040, 
1041, 1120, 13421, 1120H, 1120L. 

Entire income tax or first and second quar- 
terly installments due under general ex- 
tension (citizens abroad, etc.) for fiscal 
year ended March 31, with interest at 
6% from May 15 on first installment. 
Form 1040 or 1120. 


Entire income tax or first quarterly install- 
ment due on returns of nonresidents for 
fiscal year ended March 31. Forms 
1040B, 1040NB, 1040NB-a, 1120NB. 

Fiduciary income tax returns due for fiscal 
year ended June 30. Form 1041. 

Foreign partnership return of income due 
by general extension for fiscal year end- 
ed March 31. Form 1065. 

Individual income tax returns due by gen- 
eral extension for fiscal year ended 
March 31, in case of American citizens 
abroad. Form 1040. 

Individual income tax return due for fiscal 
year ended June 30. Form 1040. 

Last quarterly income-excess profits tax 
payment due for fiscal year ended 
September 30, 1942. Forms 1040, 1041, 
1120, 1120H, 1120L, 1121. 

Last quarterly income tax payment due 
on returns of nonresidents for fiscal year 
ended June 30, 1942. Forms 1040B, 
1040NB, 1040NB-a, 1120NB. 

Life insurance company income tax returns 
due for fiscal year ended June 30. Form 
1120L. 

Monthly information return of stockhold- 
ers and directors of foreign personal 
holding companies due for August. Form 
957. 

Nonresident alien individual income tax 
return due for fiscal year ended March 
31. Form 1040B. 

Nonresident alien individual income tax 
return due (no U. S. business or office) 
for fiscal year ended March 31. Forms 
1040NB, 1040NB-a. 

Nonresident foreign corporation 
tax return due for fiscal year 
March 31. Form 1120NB. 

Partnership retu’n of income due for fiscal 
year ended June 30. Form 1065. 

Resident foreign corporations and domestic 
corporations with business and _ books 
abroad or principal income from U. S. 
possessions—returns due for fiscal year 
ended March 31, by general extension. 
Forms 1120 and 1121. 

Second quarterly income-excess profits tax 
payment due for fiscal year ended March 
31. Forms 1040, 1041, 1120, 1120H, 1120L, 
1121 

Second quarterly income tax payment due 
on returns of nonresidents for fiscal year 
ended December 31, 1942, Forms 1140B, 
1120H, 1120L, 1120NB. 

Stockbrokers’ monthly return of stamp ac- 
count due for August. Form 838. 

September 20—— 

Monthly information return of ownership 
certificates and income tax to be paid at 
source on bonds due for August. Form 
1012. 

September 30—— 

Admissions, dues and safety deposit box 
rentals tax due for August. Form 729. 

Excise taxes on electrical energy, tele- 
graph and telephone facilities, transpor- 
tation of oil by pipe line, and passenger 
transportation due for August. Form 
727. 

Excise taxes on lubricating oils, matches, 
and gasoline due for August. Form 726. 

Excise taxes on sales due for August. Form 
728. 

Processing taxes on oils due for August. 
Form 932. 

tetail dealers’ excise tax and returns due 
for August on jewelry, etc., furs and 
toilet preparations. Form 728a. 

Sugar (manufactured) tax due for August. 
Form 1 (Sugar). 

Tax on bowling alleys, billiard and pool 
rooms and coin-operated amusement and 
gaming devices due for August, if lia- 
bility incurred. Form 11B. 


income 
ended 








